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The Deduction 


1942 
No. 10 


OCTOBER, 
Vol. 20 


for Interest on 


Life Insurance Loans on a Cash Basis 


By MORTON 


NTEREST is a recurring item which may gen- 
erally be deducted in full in the federal income tax 
return, without any requirement that the expense 

be incurred as an incident to the attempt to produce 
taxable income. In order to discourage tax avoidance 
by change in form of corporate securities—or possibly 
in deference to the classical economic theory that in- 
terest is a division of the profit, and not a cost or 
expense—the income tax laws prior to 1918 limited 
the amount of interest deductible by a corporation by 
reference to its capital stock. No income tax law has 
ever limited the interest deductible by an individual 
by reference to his net worth. Under the present fed- 
eral income tax law, in most cases, all interest is 
deductible. 

Life insurance is favored in the income tax law. 
The proceeds at death are non-taxable,? even though 
the proceeds are in excess of the cost represented by 
the premiums paid (unless the policy was transferred 
before death for valuable consideration). 


During the lifetime of the policyholder, also, the 
income tax law favors life insurance. All life insur- 
ance policies have a reserve value approximately equal 
to the cash surrender value. In the actuarial computa- 
tion of the premium to be paid an earning rate of 
34%4%, or less, on the reserve value is assumed; but 
only earnings in excess of 334% are subject to tax to 
the insurance company. Though the earning on the 
reserve is used to reduce the life insurance cost to the 
insured, either in the original computation of the pre- 
mium or in the computation of the “dividend” which 
is really a reduction of the premium, and though the 
earning on the reserve has not been taxed to the life 
insurance company, except as to the excess over 


* Certified Public Accountant, New York City. 
‘1909 Act, Sec. 38, paragraph Second; 1913 Act, Sec. II, part 
G(b) (third); 1916 Act, Title I, Part II, Sec. 12(a), Third. 

*IRC 19.22(b)(1). 

‘IRC 19.203(a)(2). 
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S. CONRAD* 


334%, the earning on the 
reserve is not taxable to 
the policyholder. 

There is only one ex- 
ception to the rule that the 
owner of a life insurance 
policy (other than a pur- 
chaser for value) need not 
consider as income any 
earning on the reserve 
value of his life insurance 
policy. Amounts received 
(other than for insurance 
benefits because of death, 
sickness, or disability) are 
income if in excess of the 
amounts paid. The termi- 
nation of the policy con- 
tract other than by death 
results in ordinary gain, 
not capital gain, if the proceeds are in excess of the 
premiums reduced by the dividends.* 

A life insurance policy is property; and like other 
property it may be pledged as security. Life insur- 
ance policies are often pledged to secure a loan, or to 
assure performance of a contract. 

An extended discussion of the terms “indebtedness” 
and “interest on indebtedness” is not necessary for 
the purposes of this article. It is sufficient to point 
out that indebtedness is an obligation to pay money, 
an obligation which by its terms may be satisfied only 
by payment of money. The law permits a deduction 
for interest on indebtedness; and the term “interest” 
is given a narrow interpretation—compensation for 
use of money, or compensation to the creditor for 
delay in collection of an indebtedness.’ Charges in 





Morton S. Conrad 


4IRC 19.22(b)(2). 
5 Deputy v. Dupont, 60 S. Ct. 363; 40 ustc J 9161. 
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addition to interest—such as required life insurance— 
are not interest. 


Where, at the option of the policyholder, an insur- 
ance premium may be paid in several installments 
during the year rather than in one payment, the excess 
cost of the installment method of paying is not in- 
terest ;°—even though the insurance company has 
computed the extra cost at a 5% or 6% interest rate, 
and even though in case of death unpaid installment 
premiums are deducted from the proceeds of the policy. 
In order that a deduction for interest may arise, there 
must be a payment specifically for interest. The in- 
surance company might help the policyholder by re- 
wording the option, so that the installment method of 
paying is called the extension of an automatic loan; 
whether this subterfuge would be permitted by the 
Commissioner of Internal Revenue cannot be known 
until it is tried—but most likely the subterfuge will 
not be successful. 

While a deduction for interest on indebtedness is 
allowable when the rate is variable or contingent,’ 
in most life insurance loans the interest rate is fixed. 
\W HEN used in this article, the term “life insurance 

loan” means indebtedness always fully secured by 
pledge of the reserve or surrender value of a life in- 
surance policy or policies, and by no other collateral. 
The value of the asset pledged, the reserve value of 
the policy, is maintained and increased by annual or 
more frequent periodic payments of premium in ac- 
cordance with the policy contract (except in the case 
of a paid-up policy) and by similar payments of in- 
terest on the loan. If, because of non-payment of pre- 
mium or interest, the value of the collateral is about 
to become insufficient for a fully-secured loan, the 
loan and interest would be paid by recourse to the 
collateral. 


At present the Commissioner concedes that the full 
amount of a life insurance loan is indebtedness, even 
if the loan is obtained directly from the life insurance 
company ;* just as the full amount of a loan secured 
by a savings account passbook is indebtedness, even 
if obtained directly from the bank. The Commissioner 
does not disregard the bookkeeping formalities which 
attempt to maintain a debtor position and a creditor 
position in the same person. Interest is computed on 
the full amount of the loan. 

The statute provides that all interest on indebted- 
ness is deductible, with one exception relating to in- 
terest on indebtedness to purchase or carry tax-exempt 
bonds.® While the specific statutory exception is rarely 
applicable to life insurance loans, it is important to 





6 Cf. Elliot, 44 BTA No, 44; also I. T. 3254, CB 1939-1, page 98. 
7 Kena, Inc., 44 BTA No, 39. 

8 Prime, 39 BTA 487. 

®IRC 19.23(b). 
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remember the principle behind the statutory excep- 
tion. In fairness to the Government expenses in- 
curred to produce non-taxable income should not be 
deductible; such expenses should not reduce the tax 
on taxable income. If this principle were extended to 
include expenses incurred to produce the non-taxable 
increase in the reserve or surrender value of a life in- 
surance policy, the deduction for interest on life in- 
surance loans would be eliminated or reduced. While 
life insurance policies, which have an investment 
feature as well as an insurance feature, could be used 
as an instrument of tax evasion, and while the Com- 
missioner may always inquire into the purpose or the 
effect of a life insurance loan or any other transaction, 
at present it is safe to assume that interest on a life 
insurance loan is a deductible item, because, under the 
statute, all interest is deductible. (An exceptional 
case, where the insurance loan is a deliberate device 
to evade just taxation, would be the organization ofa 
foreign insurance company whose control was in a 
small group and which issued policies with unusual 
loan provisions only to members of the group.) 

The statute does contain a general qualification that 
a taxpayer using the accrual method may not deduct 
accrued interest unless the interest is actually paid 
within two and one-half months after the close of the 
taxable year, if the recipient of the interest uses the 
cash method and is related to the taxpayer.’® In most 
cases life insurance loans are obtained directly from 
insurance companies or from banks, so this qualifica- 
tion need not be considered. 

In the case of a corporate taxpayer, for the excess 
profits tax only, if the invested capital method is used, 
there is a 50% limitation on the deduction for interest 
on borrowed capital. A life insurance loan is always 
evidenced by some written memorandum, and should 
qualify as borrowed invested capital.’?? But the effect 
of this limitation on the deduction for interest is a 
reduction in the excess profits tax, so long as the rate 
of interest on the loan is less than the 8% or 7% rate 
used to determine the excess profits tax credit.” 

A taxpayer using the accrual method deducts inter- 
est in the year in which it accrues. Interest accrues 
day by day ** and not, like some taxes, on the date 
when payable. There is no difficulty in computing 
accrued interest on a life insurance loan, because all 
factors—the principal, the rate, and the time—are 
definite. 

Fundamentally, whether the cash method or the 
accrual method of reporting taxable income is used, 
the result should be approximately the same, because 
the taxpayer must use a method of accounting which 





IRC 19.24(c). 

"MIRC 19.711(a)(2)(B). 
122 IRC 19.719(a)(1). 
BIRC 19.714. 

14 Jemison, 18 BTA 399. 
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October, 1942 LIFE 
clearly reflects the net income.** However, as a matter 
of administrative practice, the Commissioner tends to 
insist on mechanical adherence to rules, and tends to 
ignore the practical effect, if a change in accounting 
method will reduce the tax for the year under review. 
Unless a taxpayer has requested permission during the 
first ninety days of the taxable period to change from 
the cash method to the accrual method, the Commis- 
sioner insists on the use of the cash method,’® even 
though, in the taxpayer’s opinion, the use of the cash 
method does not in fact clearly reflect the net income. 

To a taxpayer using the cash method, interest is 
deductible only in the year in which actually paid in 
cash or in cash equivalent. Questions sometimes arise 
as to what is “cash equivalent” and as to what is the 
exact date a non-cash transaction creates an income 
tax deduction. 


A recent General Counsel’s Memorandum, GCM 23111, 
published in March of 1942, revises the rulings as to 
the deduction of interest charged by a stock broker on 
a margin account. There is no similar ruling which 
discusses interest on life insurance loans. 


What follows is the writer’s exposition of the prob- 
lems and the rules for deductibility of interest on col- 
lateral loans, with particular reference to life insurance 
loans, when the taxpayer is using the cash method; 
and there is also some discussion as to possible changes 
in the law and regulations. 


Interest Deductible When Paid in Cash 


The basic rule is that a cash payment, specifically 
for interest, computed for a period ending on or near 
the day of the cash payment, is deductible in the year 
of payment, unless the payment is made with qualifi- 
cations or under unusual conditions. 


Exchange of Checks and Similar Transactions 


According to GCM 23111, simultaneous exchange 
of money or checks by debtor and creditor should be 
regarded as a nullity for federal income tax purposes. 
The term “simultaneous” will probably be construed 
as any time dufing the same day. 

In order not to be considered a nullity, the exchange 
of money or checks should not be completed except 
after a lapse of several days; the amounts received 
and paid should not be identical; and it would be 
slightly better that the debtor make payment of the 
interest first, and then increase the loan later. 


An agreement by the creditor to increase the loan 
later, though made simultaneously upon receipt of 
cash in payment of interest, probably would not be 
considered similar to an exchange of checks, to be 
regarded as a nullity. 


= TRE 19.41. 
© Regulations 103, Sec. 19.41-2. 
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A commitment to increase the loan certainly should 
not be considered similar to an exchange of checks. 
A life insurance company has a standing contractual 
obligation, or commitment, to increase a policy loan 
to the full loan value of the policy ; and such a commit- 
ment does not have the effect of making every cash 
payment of interest on a policy loan non-deductible to 
the extent that the actual loan is less than the full 
loan value. 


Bank Loans 


If a loan is made by a bank, and if the renewal 
transaction is reflected by a charge and a credit in the 
deposit account, an allowable deduction arises when 
there is an effective reduction in the balance on deposit. 
Thus, if immediately prior to the renewal transaction 
the deposit account had a balance, interest charged on 
the loan paid becomes deductible to the extent of the 
balance. In actual practice the interest deduction is 
always allowed in full, even if the renewal note is 
larger than the original note, and even if the increase 
in the loan is equal to or greater than the interest. But 
note that under this practical rule the renewal transac- 
tion must be reflected in the deposit account. This 
practical rule as to bank loans is an exception to the 
general rule that a simultaneous exchange of money 
between debtor and creditor is a nullity. 


Interest Paid by Transfer of Property 


The absolute transfer of property having a market 
value is equivalent to the payment of cash, to the 
extent of the market value of the property. Proper 
income tax treatment must be given to the difference 
between the market value of the property and the 
amount of interest settled, and to the difference between 
the market value at time of transfer and cost or other 
basis. 


Interest Settled by Note of Debtor 


Technically a note is property ; but so was the claim 
before it became a note. The cash method of reporting 
income does not recognize the note of the debtor as 
cash equivalent to the debtor, even if the note is secured, 
and even if the note has a market value. So far as the 
debtor is concerned, the note is merely evidence of the 
debt. Issuing a note in settlement of interest does not 
create an interest deduction, although the recipient of 
the note must include the fair market value of the note 
as income. 


Advance Payment of Interest 


Even if paid in cash, there may be a tendency not to 
allow a deduction for interest paid in advance,” espe- 





11 Fackler, 39 BTA 395, is authority that prepaid interest is deduct- 
ible in year paid on a cash basis. 
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cially so if the interest is paid for more than one year. 
If the interest is paid at the same time that the loan is 
received, the transaction is a simultaneous exchange 
of money by debtor and creditor. If the interest is paid 
in advance after the loan has been outstanding for 
some time, as at renewal, the theory is that prepaid 
interest is not really payment of an actual interest 
expense, but is more like a bonus on a loan, to be spread 
over the life of the loan; and the deduction in one year 
of the full amount paid for several years may be held 
to be a method of computation which does not clearly 
reflect the net income. 


Discount 


If the proceeds of a loan are reduced by interest 
charged in advance, or by discount, the mere reduction 
or charge for interest does not create an allowable 
deduction. 


Acknowledgment of Interest Charge 


If a bill for interest is received, computed for a prior 
period or for a future period, the mere charge does not 
create an allowable deduction, even if there is an 
increase in the face of the loan on which future interest 
is to be computed ; and even if the debtor acknowledges 
receipt of the bill for the charge for interest, and 
acknowledges that the action of the creditor in increas- 
ing the base for future interest is agreeable to the 
debtor; and even if the debtor gives to the creditor a 
new note for the amount of the old note and the interest 
charged."® 


Pledge Is Not Payment 


From an income tax standpoint there is no difference 
between a secured loan and an unsecured loan.”® The 
taxpayer cannot argue that a pledge of collateral is 
equivalent to payment, even though the collateral is 
clearly sufficient. This is a harsh rule, because the 
taxpayer has lost control of the collateral, certainly to 
the extent of the loan and the interest charges. Never- 
theless the rule is that there is no allowable deduction 
until the interest is paid in cash or in property. When 
there is an identifiable event, such as the sale or trans- 
fer of the collateral, there is an allowable deduction. 


Pledge of Additional Collateral 


If the debtor deposits additional collateral for the 
benefit of the creditor, though the deposit is made at the 
time that interest on the loan has been computed or at 
the time that interest is due, the transaction is not a 
payment of interest. 





1% Hart v. Commisstoner, 54 Fed. (2d) 848; 3 ustc { 861. 
ason, 33 BTA 576. 


1” Helvering v. Price, 60 S, Ct. 673; 40 ustc 7 9336. 


Thom- 
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Pledge of Borrowed Property 


If the debtor borrows property (other than money) 
from another person, and deposits this borrowed prop- 
erty at collateral with or for the benefit of the creditor, 
there is no payment of interest. 


Payment of a Life Insurance Premium Not 
Payment of Interest 


The payment of a life insurance premium merely 
maintains or increases the value of the collateral. 
Payment of the premium as such is merely the pledge 
of additional collateral. Payment of the premium is 
not payment of interest, even though it is a condition 
of the loan that premiums be paid. Similarly, in the 
case of the ordinary real estate mortgage, the payment 
by the mortgagor of real estate taxes or assessments 
on the mortgaged property is not payment of interest, 
even though the mortgage contains a clause requiring 


prompt payment by the mortgagor of such taxes and 
assessments. 


Payment of Premium by Creditor 


Whether or not additional collateral is pledged for 
the benefit of a creditor, if the creditor pays a life insur- 
ance premium for the debtor, there is an increase in the 
loan, but there is no interest deduction for the debtor. 


Receipt of Dividend by Creditor 


If a dividend on a policy is received by a creditor 
directly from the life insurance company, or if the life 
insurance company retains the dividend and applies 
it to a loan, the amount of the dividend must be con- 
sidered as though received from the debtor, and is to 
be allocated to interest and principal. The rules for 
allocation are developed later. 


Payment of Interest with Borrowed Money 


If money is borrowed, and an interest charge of 
another creditor is paid with the borrowed money, the 
debtor gets an interest deduction, even if the money 
passes directly from one creditor to the other. The rule 
is definite that the year in which the interest charge 1s 
paid with the borrowed money is the year in which the 
interest deduction is to be taken. The year of repay- 


ment of the loan incurred to pay the interest charge is 
unimportant.”° 


Change in Creditors 


If there is a change in creditors, by act of the debtor, 
if the proceeds of a new loan pay off an old loan and 
interest on the old loan, the interest on the old loan so 
paid becomes deductible. That is, a mere change in 
creditors, without any decrease in the loan, seems to 
create an allowable deduction. 





* Schick, 22 BTA 1067; Keenan, 20 BTA 498. 
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October, 1942 LIFE INSURANCE 

In GCM 23111, on brokerage accounts, the Gen- 
eral Counsel does not discuss the effect of the transfer 
of a margin account from one broker to another. The 
ordinary rule, however, is that payment by a new 
creditor to an old creditor, by order of the debtor, is 
payment by the debtor; and the interest so paid is 
interest paid by the debtor and deductible by the debtor. 


Where the change in creditors is not the act of the 
debtor, such as the usual sale of a mortgage, whether 
or not the creditor has knowledge of the change, the 
transaction does not affect the debtor from an income 
tax standpoint, even though as between the old creditor 
and the new creditor an interest adjustment has been 
made, and even though the old creditor must report 
the interest adjustment as income. 


Two Creditors 


If collateral has already been pledged for the 
benefit of two or more creditors, or if existing creditors 
permit new creditors to share in the pledged collateral, 
when one creditor pays interest to another creditor, 
thereby increasing one of the loans, such interest might 
be deductible by the debtor, on the theory that the 
debtor requested or authorized an increase in the loan, 
and authorized the increase to be used for payment of 
interest on the other loan. 


In order to justify a deduction the debtor must prove 
that there is more than one loan; that in receiving the 
interest or in increasing the loan each creditor is acting 
independently; that the loan was not made by one 
group of creditors; and that the transfer of funds 
among creditors is not a readjustment of the share of 
each member of the group in the loan, similar to a 
change in creditors not the act of the debtor. In order 
to justify an interest deduction by the debtor, the 
transaction must not be a case where a junior creditor 
is making a payment to protect his share of the collateral. 


In a life insurance loan, which is always fully secured, 
the debtor always has some equity in the collateral ; 
the debtor never really abandons the collateral to any 
creditor ; and a junior creditor never makes payments 
solely to protect the collateral. So, as a general rule, 
in the rare case of two creditors, it would seem that 
payment by one creditor to the other, with knowledge 
and consent of the debtor, would give rise to deductible 
interest by the debtor. 


Two Policies in Same Company 


If an insured has two or more policies in the same 
life insurance company, the proceeds of a loan from 
one policy may be used to pay the interest on the loan 
secured by another policy ; so also the dividend or cash 
surrender value of one policy may be used to pay 
obligations of another policy or policy loan. In life 
insurance practice each policy is considered separate 


LOANS—INTEREST DEDUCTIBILITY 583 


property ; and, in effect, though the life insurance com- 
pany has made loans on each policy, each loan is con- 
sidered as though made by a separate creditor. 

This is not true in brokerage loans, where GCM 23111 
provides: 

“In cases in which a customer maintains more than one 

margin account with the same broker, interest charged to 
one account is not paid by credit of that amount from another 
account if the total indebtedness of the customer is in effect 
increased by the interest charged. Such bookkeeping entries 
merely serve to transfer the interest charge from one account 
to another.” 
There is, however, a difference between a brokerage 
loan and a life insurance loan. A broker has a general 
lien on all assets in his possession, while a life insur- 
ance company may look only to the surrender value of 
the specific policy on which the loan is made. The 
practice of the Commissioner has been to permit the 
deduction of interest even though the payment of the 
interest was merely a bookkeeping transaction between 
two policies. Because of the quoted excerpt as to 
brokerage loans, it would be better to obtain an in- 
crease in one loan in cash some time before the interest 
on the other loan must be paid, and to make the pay- 
ment in cash. In the future it may not be safe to 
assume that an increase in one policy loan may be used 
in a non-cash manner to effect a deductible payment of 
interest on another loan. 


Interest to Date of Sale 


When encumbered property is sold, the sale price is 
usually quoted gross; and in the settlement, or closing, 
all liens and accrued interest are deducted from the 
quoted gross price to arrive at the net cash to be paid. 
If encumbered property is sold for a flat price, without 
adjustment for accrued interest, or for a flat price 
above all liens, the purchaser must properly apportion 
any payment of interest made after the date of sale to 
interest before and to interest after title has passed. 
The interest accrued prior to title is added to the cost, 
and interest after title is an income tax deduction. In 
his own accounts the seller should be, and usually is, 
permitted to restate a flat transaction, so that the 
interest deduction is available to him in the same 
manner as a sale for a quoted gross price. 

Occasionally an encumbered life insurance policy is 
transferred for adequate consideration ; the transaction 
is then a sale. All unpaid accrued interest should be 
deductible in the year of sale, even if the sale price is a 
flat price for the equity in the policy. This rule sup- 
poses that the interest deduction must be allowed at 
some time; that it must be allowed to the debtor-seller ; 
and that if the deduction is not allowed in the year of 
sale, it can never be allowed. To deny the deduction 
altogether merely because the debtor is on a cash 
basis, when the deduction is allowed to a taxpayer on 
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an accrual basis, is definitely not a fair interpretation 
of the law. 


Interest to Date of Gift 


By the same reasoning it would seem that the gift of 
any property encumbered by an interest-bearing loan 
should, on equitable grounds, give rise to a deduction 
for the accrued interest to date of gift. No citations 
can be given. It may be that there is a tendency not to 
allow the deduction to a taxpayer on a cash basis. 


Under a strict reading of the law, if the deduction 
for accrued interest has not been allowed to the donor, 
in the case of subsequent gain only, as to property 
other than life insurance policies, a donee receiving 
from a cash method donor would have a different basis 
from a donee receiving from an accrual method donor. 
For reporting gain the donee takes the basis of the 
donor ;?1 and the’ basis on the books of the cash 
method donor would be higher than on the books of 
an accrual method donor, the differential being the 
accrued interest. When the donee pays the loan or the 
interest accrued prior to the date of gift, the payment 
would be an adjustment or addition to the donor’s 
basis ;** but that does not change the differential. 


If the donee subsequently sells the gift property at 
a loss, whether received from a cash method donor or 
an accrual method donor, the basis is the same. The 
basis is the actual value of the net gift at time of 
gift ;* and this actual value is the gross market value 
of the property, reduced by the encumbrance or lien, 
and further reduced by the accrued interest. Note 
that, in case of loss, the cash method donor may have 
been denied a deduction for accrued interest to date of 
gift, and the donee cannot get a differential increase in 
basis. 

It is now a well-settled rule that a contribution to a 
charitable institution results in no capital gain or loss 
for the difference between basis and market value, 
although the full market value may be taken as a con- 
tribution deduction. The Commissioner has indicated 
that Congress has deliberately left this loophole in the 
law, with the intention of favoring the taxpayer.”* 
But, if the intent is ignored, and if the verbiage is 
literally followed, this rule of no gain or loss on a 
contribution might be applied to deny an accrued inter- 
est deduction to the donor of property to a charity. 

While the gift of ordinary property may result in 
gain or loss upon subsequent disposition by the donee, 
in the case of a life insurance policy only a gain is 
recognized (except in the case of insolvency of the 
insurance company).”° The basis, by law, is the amount 





2 IRC 19.113(a)(2). 
22TRC 19.113(b)(1)(A). 
IRC 19.113fa)(2). 


%* LO 1118, CB II-2, page 148; this law opinion was published in 
1923. 


* Cohen, 44 BTA No. 114 
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paid, the premiums less the dividends, without any 
allocation of any part of the premium to the cost of 
pure life insurance.”* Because of the express provision 
of the law, if the donee from a cash method donor pays 
interest on the loan to the date of gift, it seems that 
no addition to basis can be allowed. 

It is not very practical to suggest that the donor of 
encumbered property should deduct interest to date 
of gift in the year in which some subsequent owner 
actually makes payment, in a manner similar to the 
requirement that a donor on a cash basis of unmatured 
interest coupons must report income in the year in 
which the coupon is collected.27 The suggestion is 
impractical, because the donor of the encumbered 
property may not be in a position to find out when the 
interest is actually paid, and the deduction would have 
to be taken in the year of death if the interest was not 
paid prior to the donor’s death. It just is not realistic 
to make the year of allowance for the deduction of 
interest depend on an event which cannot be con- 
trolled by the debtor-donor-taxpayer. 

On equitable principles, and for the sake of uniformity, 
the Commissioner should permit the deduction of accrued 
interest to the date of any disposition in the year of 
disposition. 


Interest to Date of Transfer— 
Discussion of the Fox Case 


The Fox case *** would seem to indicate that a trans- 
fer of a life insurance policy encumbered by a loan 
would not be an event which enables the transferor to 
get an interest deduction. However, in this case the 
transferor’s tax liability was not being decided. It 
was to the petitioner’s advantage, apparently, that the 
transferor be denied the deduction, so that the deduc- 
tion might be available to the petitioner. The For 
case does not indicate whether the transfer was a gift 
ora sale; that may make a difference. In the ordinary 
case, sale or transfer of the collateral to the creditor or 
to anyone else does result in payment of the loan and 
interest to the extent of the value of the collateral ; and 
there is no reason why the sale or transfer of a life 
insurance policy should have any different result. If 
the debtor sells his equity in mortgaged real estate, 
even though the mortgage is not paid immediately, the 
assumption of the loan and accrued interest by the 
purchaser, as evidenced by the reduction in proceeds 
of sale, is ordinarily considered payment of the interest 
by the seller-debtor. The dicta in the Fox case should 
not be relied on. [Turn to page 621] 





26IRC 19.22(b)(2). 
7 Helvering v. Horst, 61S. Ct. 144; 40-2 ustc | 9787, 
7 43 BTA 895. 
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Taxes Incident to Incorporating 


IN LATIN 


AMERICA 


By EDWIN D. FORD, Jr.* and A. FRANKLIN MACKENZIE ** 


EA LANES to vital markets, in Europe and Asia, 
have been abruptly severed by opposing lines of 
battle. This has compelled a heightened interest 

in the potentialities of trade between the Americas. 
No longer can hemispheric 
trade be cast in a subordi- 
nate role, dwarfed by the 
once-great tide of European 
and Asiatic commerce. The 
unrelenting pressure of 
events has ended all that. 
Now is the time to build, by 
wise expansion and dynamic 
development, a vast and 
profitable exchange of goods 
—an exchange which will 
be the amalgam to bind the 
western world in true, eco- 
nomic solidarity, both now 
and after the war. Tin and 
rubber, hemp and tungsten, 
quinine and bauxite and cop- 
per are but a few of the 
strategic, raw materials 
which Latin America has—and North America needs. 
Machinery of many kinds, petroleum products, aero- 
planes and chemicals—Latin America must now ob- 
tain solely from here. 


Edwin D. Ford, Jr. 


The gigantic possibilities opened by hemispheric 
trade pose the problem of how best to stimulate such 
traffic. Capital, of course, is vitally needed. And in- 
corporation in Latin America affords to North American 
business the conduit through which to make available 
the essential capital. 


Various Ways of Doing Business in Latin America 


The manufacturer or exporter in the United States, 
attracted by the Latin American market, will be primarily 
concerned with the best way of entering it... There 
are several paths which he may follow: (a) qualification 





* Attorney at law, New York City. 

_ ** A.B. (McGill University, Canada) LL.B. (Harvard), specialist 
in International Law and Geopolitics, New York City. 

?For a discussion of this topic, with special emphasis on Vene- 
zuela, see Butte, ‘‘Methods of Doing Business in Latin America’’, 
VIII Law and Contemporary Problems 4, at p. 752 (Duke Univ. 
Sch. of Law, 1941). 
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of the home company ; (b) qualification of a subsidiary 
incorporated in the United States; (c) the locally in- 
corporated subsidiary ; and (d) the independent agency. 
The choice of any one of these must be governed by 
all surrounding circumstances. Nevertheless, a few 
observations may be helpful. 

Qualification of the home company in Latin America 
is in most instances inadvisable and in some cases 
difficult and costly as well.2 Obviously, the home 
company’s total assets, wherever employed, will ordi- 
be held liable to 
satisfy a judgment against 
the local branch.* Then, 
too, the majority of Latin 
American countries levy an 
initial tax upon the parent’s 
entire capital, as a condition 
of registering locally. 

While it is true that the 
corporate liability of a sub- 
sidiary incorporated in the 
United States would not ex- 
tend to its parent and that 
the cost of registering the 
former would be limited to 
the subsidiary’s capital alone, 
there are other objections 
that apply as much to quali- 
fication of such a subsidiary 
as to that of the home com- 
pany. For example, some countries impose limita- 
tions upon the ownership of land by aliens.* Also, 
the United States company qualified to do busi- 
ness abroad will probably have to pay taxes both in 
the United States and also where qualified, and hence 


narily 


A. Franklin Mackenzie 





2 E.g., the necessity of proving ‘‘reciprocity’’ in Argentina. 

3 While Argentina permits a stipulated portion of the corporate 
capital to be dedicated to the Argentine branch, there exists some 
legal doubt whether such dedication operates as a buffer to insu- 
late the rest of the parent’s assets. 

*E.g., Mexico, Const., Art. 27 (1). The text reads in part: 
‘‘Within a zone of 100 kilometers from the frontiers, and 50 kil- 
ometers from the sea coast, no foreigner shall under any conditions 
acquire direct ownership of lands and waters.’’ (Somewhat similar 
prohibitions prevail in Brazil, Guatemala, and Panama.) Elsewhere 
in Mexico, outside the prohibited zones, foreigners may acquire 
ownership in land, provided they agree formally ‘‘to be considered 
Mexicans in respect of such property, and accordingly not to invoke 
the protection of their governments in respect of the same, under 
penalty, in case of breach, of forfeiture to the nation of property 
so acquired.’’ The prohibition against the acquisition of land by 
foreign corporations is absolute throughout Mexico. 


a) 
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may be subject to greatly increased taxation as com- 
pared to a locally organized company.° Finally, other 
things being equal, it is desirable that the business 
should be conducted as much as possible as a local 
business. There is in many countries an understand- 
able preference for local organization and manage- 
ment; especially where the business is of such a nature 
as to come into close contact with the lives of local 
citizens. From this point of view, the use of an in- 
dependent agency, owned and operated by local citizens, 
is of great advantage. However, control over the for- 
eign business is thereby sacrificed and this method 
therefore is not suited to cases where substantial in- 
vestment is involved. In such cases a compromise in 
the form of the locally incorporated subsidiary is 
usually the most practical answer. This is true even 
in those countries where, as in Brazil, for example, 
laws impose restrictions on the ownership of stock, 
or on the exercise of rights corresponding to such 
ownership, that are designed to weaken the control 
ordinarily incident to the majority stock ownership. 


Incorporation Taxes 

3efore taking up the various taxes which incorpora- 
tion in some of the countries of Latin America will 
entail, we must emphasize that, in the following pages, 
taxes incident to incorporation are our primary con- 
cern. In Latin America (as elsewhere) the various 
provisions of corporation law—citizenship of stock- 
holders, meetings, dividends, balance sheets, no-par 
stock, management and supervision—may assume an 
importance quite overshadowing the tax angle. These 
topics, however, are beyond the scope of this paper. 

A tabulation of taxes incident to incorporation in 
Latin America would be a very complicated affair due 
to lack of similarity in the laws of the various countries, 
and even if it could be made in intelligible form, it 
would be of little practical value as it would soon be 
out of date. Moreover, it would have to be so over 
simplified as to be misleading. Therefore, from the 
twenty Latin American Republics we have chosen a 
few which we hope will be fairly representative. T-et 
us now begin with a concrete example. 


Mexico 


From the point of view of geopolitics, Mexico is the 
back door into the United States, while her economic 
importance vis-a-vis this country cannot be exaggerated. 
Therefore, it is not inappropriate that we consider 
her first. 

Now, in Mexico (as in other Latin American nations) 
a corporation * is not primarily a creature of the state. 





5See Ford, ‘‘Latin American Taxes Affecting Inter-American 
Trade’’, VIII Law and Contemporary Problems, op. cit. supra note 


1, at p. 789, for a discussion of tax advantages to be derived from 
incorporating in Latin America. 
® T.e., “sociedad anénima’’, 


>t -> 


October, 1942 


It is a relationship essentially contractual in nature.’ 
A Mexican corporation may be formed by either public 
subscription or by a contract of organization (escritura 
constitutiva), drawn up in the form of a public instru- 
ment (escritura publica) before a notary public.® This 
contract must then be recorded in the Commercial 
Registry in order that the corporation may function 
under its own juristic personality, and that limited 
liability may inure to its members. 

Where the corporation is to be formed by public 
subscription, a prospectus (programa) must first be 
filed with the Commercial Registry. The prospectus 
must set forth the “estatutos’® of the proposed cor- 
poration; also a record of each cash subscription to 
the corporate capital. Upon approval by the first stock- 
holders’ meeting, the minutes (acta) and “estatutos” 
must be protocolized (i. e., transcribed in notarial 
books) by a notary public. The corporate documents 
are then filed with the Commercial Registry. 

Organization expenses will, of course, vary with the 
corporation’s capital and with the length and detail 
of the corporate documents. Therefore, in this and 
succeeding examples, we will, for clarity’s sake, assume 
the organization of three example companies with capital 
stock of US$50,000, $500,000 and $1,000,000, respec 
tively,?° and we will deal with organization by private 
contract rather than the more elaborate and very 
rarely used ritual which attends incorporation by public 
subscription. 

The monetary unit of Mexico is the Mexican “peso,” 
once used extensively throughout the Far East (in 
past silver mintages) and until very recently accepted 
as legal tender in China.'' The Mexican peso (iree 





™In Chile, however, it is necessary to procure governmental sanc- 
tion before proceeding to incorporate. See infra, CHILE, at note 67 

* This dignitary, in civil law countries, performs functions and is 
entrusted with powers immensely more broad than is the case with 
notaries here. For example, in the Federal District of Mexico he 
is a public official, compelled to pass examinations and furnish bond. 
He must keep a protocol consisting of the originals of all instru- 
ments executed before him. See Ley del Notariado para el Distrito 
y Territories Federales (Jan. 9, 1932). 

8T.e., the articles of association as well as the by-laws. These 
must be approved by the Ministry of National Economy, an ap- 
proval which may take some time. 


1%” Costs for a company of one size would give an unduly limited 
picture as taxes incident to incorporation are not always propor- 
tional to the amount of the capital. A table is appended, covering 
only the countries discussed, and indicating the approximate tax 
costs for companies of the three sizes above mentioned, Attorney's 
fees are not considered in this article, first, because they are not 
taxes, and secondly because they vary greatly according to the 
reputation, experience, etc. of the lawyer selected. However, they 
are a substantial item of incorporation expense. 

11 See: E, Kann, The Currencies of China (Shanghai, 1926) at 
p. 179; The China Year Book, 1935 (North China Daily News & 
Herald, Ltd., Shanghai) at p. 439; H. Pott, A Short History of 
Shanghai (Shanghai, 1928) at p. 161; E. Kemmerer, Project of Law 
for the gradual introduction of a gold standard currency system im 
China, together with a report in support thereof (submitted to the 
Minister of Finance by the Commission of Foreign Experts on 
Nov. 11, 1929) at p. 54. 

It is not generally known that the Mexican peso was for a iong 
time an international medium of exchange; therefore, a digression 
on this informative topic may be permitted. In the beginning of 
the Sixteenth Century, Spanish traders, from their base in the 
Philippine Islands, introduced into the Ming Empire the Carolus 
dollar which maintained its status until 1856. Apart from the 
Spanish dollar there were also Peruvian, Chilean and Bolivian 
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rate) is currently quoted at about 4.86 to the United 
States dollar, or 20.70 U. S. cents to the peso.” Ac- 
cordingly, the capital stock of our proposed corpora- 
tions must be approximately 243,000, 2,430,000 and 
460,000 pesos, Mexican currency, respectively. 


At the outset, we must advert to an expense which, 
although not a tax, yet makes up a not consider- 
able part of the cost of organizing a corporation 
in many of the countries of Latin America. We 
notarial fees. These, subject to other 
arrangements with the notary, are generally stipu- 
lated by law and are fixed in accordance with the 
length of the documents drawn up, the time consumed, 
and the capital involved. If paid at legal rates, notarial 
fees may be so large as to be prohibitive for small 
companies. For example, the official tariff of the Fed- 
eral District of Mexico would permit a notary to 
charge 390 pesos, or 85 dollars, for our first example 
company with capital of 243,000 pesos. The company 
of 2,430,000 pesos capital would be liable for 1,600 
pesos, while the largest company would be charged 
2,800 pesos."* And these sums would exclude other 
notarial charges for the drawing up of powers of 
attorney or conveyance deeds. 


refer to 


Generally, it is the part of wisdom to bargain for 
the notarial cost and to fix it ata lump sum. This is 
often done throughout Latin America because, after all, 
the profession of notary tends to become a competitive 
one. By this method at least 25%, and sometimes 
more, of the fixed notarial cost may be pared off. In 
some countries, however, as in Brazil and Chile (as 
will be seen later on) notarial fees are by comparison 


dollars (as well as the Maria Theresa ‘‘thaler’’) current in China. 
but not in large quantities. The Spanish Philippine dollar of 1897 
and the American Philippine ‘‘peso’’ of 1903 also circulated through 
a fairly extensive portion of China’s territory. As it was not until 
1889 that the first Chinese dollar coin, stamped with the dragon 
emblem, was minted, it was the Mexican ‘‘peso’’ that supplanted 
the Spanish and which for long functioned as the principal medium 
of exchange, not only in China but throughout the Pacific area and 
East Asia as well. Mr. E. Kann, writing in The China Year Book 
op. cit. supra) is authority for the above statements. He says of 
the Mexican peso, at p. 442: 


“Foremost among the latter [i.e., coins rivaling the Spanish 
dollar] is the Mexican dollar, which was struck in the homeland 
in 1824; there it was styled ‘peso’. Owing to its superior fine 
content and uniformity of composition, the Mexican dollar be- 
came for a lengthy period the most widely used coin in the 
world. It was current in North and South America, the West 
Indies, the islands of the Pacific, Japan and throughout the 
major portion of Asia. The Mexican dollar first entered China 
in 1854, and by 1911 the total number circulating there was 
estimated at 500 millions. In 1914 a new and formidable rival 
to the Mexican dollar arose in the shape of the Yuan Shih-Kai 
dollar. Since then the Mexican coins have been vanishing from 
circulation in China. At the opening of 1935, Mexican dollars 
vere still acceptable at Shanghai, but these coins are now only 
very rarely met with, having previously been exported or melted 
down.”’ (Since 1935, China, of course, has been on a managed 
currency standard.) 


It is interesting to observe that the Mexican peso circulated for a 
time in Japan, but not for long. In 1871, Nippon, ‘‘desiring to 
banish the Mexican dollar from Yamato’s shores,’’ began minting 
its own dollar coin—the silver ‘‘yen’’. 

“ This rate (as well as all other exchange rates appearing in the 
article) are based on ‘‘free market’’ quotations available in New 
York as of August 24, 1942. Recently, Latin American exchange 
has been relatively stable. 


“ Arancel de Notarios Para El Distrito y Territorios Federales, 
Art. 2, 
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extremely low; therefore, it is not the custom to 
attempt to obtain a reduction in the fees charged by 
notaries. 

The authorized capital of the proposed corporation 
will be burdened with a stamp tax of one per thousand.” 
In the case of a corporation capitalized at 243,000 
pesos, this tax will, of course, amount to 243 pesos and 
will be proportionately greater for the larger corpora- 
tion. Secondly, a protocolization stamp tax of 1 peso 
for each page *° will be levied upon the corporate docu- 
ments (estatutos). Estimating our paper requirements 
at 40 pages, the protocolization tax will amount to 
40 pesos, each, for all three of the example companies. 
Of course, the figure of 40 pages is an approximation 
as the requisite amount of paper will vary with the 
length of the corporate documents. However, the 
requirements of the larger companies in this regard 
need not necessarily exceed those of our smallest com- 
pany. A similar tax of one peso per page will be 
levied upon the necessary certified copy (testimonio ) 
of the corporate documents. 

EGISTRATION in the Commercial Registry will 
entail a tax whose size will depend upon the juris- 
dictions where the company is dimiciled.'® In the Fed- 
eral District such tax, in our case, would amount to 
approximately 100 pesos for our smallest company (and 
650 and 1,260 pesos, respectively, for the other two). 
Where the by-laws of a corporation are not included 
in the “estatutos,” they must be filed separately with 
a notary public. In such case, a tax of 2 pesos per 
sheet is payable upon filing.” 
Upon the issuance of shares there is 'evied a tax of 
2 centavos for every 20 pesos, or fraction thereof, of 
par value.'* Based upon this rate, the share-issuance 
tax to be paid by the three companies will be equivalent 
in amount to the tax upon their capital, already ascer- 
tained. Upon certificates of no par value the tax is 
fixed at 1 peso per share.’® Temporary certificates 
pay one-tenth of the tax borne by definitive obligations.?° 

To the sums computed above must be added a flat 
ten per cent *' amounting, for our first company, to 
66.60 pesos. The corresponding amounts for the other 
two are 559 and 1,106 pesos, respectively. 

Authority to incorporate a Mexican subsidiary must, 
of course, be conferred upon an agent who will take 
the necessary legal steps in Mexico. This authority 





14 Ley General del Timbre (Dec. 23, 1931), as amended, Art. 6(54). 

% T.e., 35 by 24 centimeters, limited to 80 lines. In Mexico, as in 

‘6 The amount varies from state to state. 

Latin America generally, both sides of the page may be used. 

7 N, 14, supra, Art, 6(48). 

18 Tbid., Art. 6(1). 

”% Tbid., Art. 6(1). 

2 Ibid., Art. 6(17). 

*Te., “diez por ciento adicional’’, a surcharge of ten per cent 
payable upon a variety of imposts, including the stamp and regis- 
tration taxes. The surcharge was first exacted by article 1 (E) of 
the “Ley de Ingresos” of 1924 and collected by means of stamps 
bearing the legend “‘deuda publica’ (public debt). In 1934 this 
inscription was changed to the more accurate “19 por ciento 
adicional’, 
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must stem from a formal power of attorney, drawn 
up, authenticated and registered in conformity with 
the laws of Mexico. For authentication of the power, 
fees are payable to the local Mexican consul, the 
Ministry of Foreign Relations, and also to the Secre- 
tary of Gobernacién where the power is to be exer- 
cised in one of the Mexican states. Stamp taxes also 
adhere to the notarial protocol and to the certified 
copy of the instrument. Although the expense at- 
tributable to taxes will vary with the length of the 
instrument, 75 pesos is a fair estimate for all three 
companies. 

Before beginning business, the new corporation will 
have to open a stock-transfer register and general 
books of account.??, Stamp taxes on these and other 
miscellaneous expenses might run to 50 pesos. 

Thus, all taxes and official fees incident to forming 
a Mexican corporation with an authorized capital 
equivalent to US$50,000 will amount roughly to 185 
United States dollars ; for one of US$500,000, US$1,300 ; 
and for one of US$1,000,000, US$2,530, in each case 
excluding notarial fees. At legal rates these, in the 
Federal District, would be approximately $80, $335 and 
$580, respectively. 

Should the newly-formed corporation wish to issue 
bonds, it would then have to pay 1 centavo for each 
10 pesos, or fraction thereof, of nominal value.” 
Temporary bond certificates pay one-tenth of the tax 
borne by definitive obligations.™ 

There is no tax upon the transfer of obligations 
evidencing debt, or of share certificates.*° For the 
transfer of realty (as well as personalty), the tax rate 
is 70 centavos upon the hundred pesos of stated value, 
or fraction thereof.”® 


Uruguay 

The Republic of Uruguay is a small but prosperous 
agricultural community, rooted in the rich plains 
fanning northward from the River Plate. It ranks 
second only to Argentina in the export of wool to the 
United States. Its superb port of Montevideo affords 
unexcelled facilities for the importation of machinery 
and equipment. 

We will assume that an American manufacturer of 
farm machinery, after canvassing all relevant factors, 
decides to push his product on the Uruguayan market. 
Let us also assume that investigation has impelled him 
to the belief that he may best accomplish his purpose 
by forming a Uruguayan corporation. 

Now, in Uruguay as in Mexico, a company may be 
formed by either public or private document. We 


72 Also the board of directors of the newly-formed subsidiary will 


have to issue a power of attorney to the individual chosen to man- 
age its affairs. 


23. N, 14, supra, Art. 6(9). 
4 Ibid., Art. 6(17). 

2% Ibid., Art. 6(18). 

% Ibid., Art. 6(19, a). 
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will now (as throughout this article) restrict our- 
selves to the latter, the usual and simpler procedure, 

The Uruguayan “peso” is currently quoted at 1.89 
to the United States dollar, or 53.50 U. S. cents per 
peso; accordingly, our three example corporations will 
have an authorized capital of about 95,000, 950,000 
and 1,900,000 pesos, respectively. 

At the start, we must take into account that we will 
require a quantity of official, or stamped paper *’ on 
which to draw up our corporate documents. Forty 
pages of stamped, Uruguayan paper is a generous 
estimate for a company to be capitalized at the equivalent 
of US$50,000. Thus, at one peso the sheet, the cost 
of stamped paper will amount to 40 pesos.?* For the 
two larger companies, let us also estimate our require- 
ments at 40 pages each, with corresponding costs. 


Later, upon registration of the corporate documents 
in the Mercantile Registry, we will need another 40 
pages of official paper, costing an additional 40 pesos 
for each of the three companies. Registration will also 
entail a tax of one-quarter per thousand upon the com- 
panies’ captalization.”® This, of course, will be roughly 
24, 240 and 475 pesos. 

For a certified copy of the corporate documents we 
will have to pay a tax levied at the rate of two per 
thousand on the authorized capital of the corpora- 
tion,®® or 190, 1,900 and 3,800 pesos, respectively, for 
our three sample corporations. 

Uruguayan law requires the charter and by-laws to 
be published in an official paper. Here is exacted a 
further tax, based both on the space used and on the 
company’s capital.3t_ In our case the expenditure might 
run as high as 140 pesos for the smaller company and 
400 each for the other two. 

Upon the issuance of shares is levied a tax based on 
the value of each certificate.*? Assuming a par value 
of 100 pesos per share, a capital flotation of 95,000 
pesos would bear a burden of 142™% pesos or 15 centavos 
on each certificate of 100 pesos, that is, at the rate of 
one and one-half per thousand. Share certificates of 
a face value less than 50 pesos pay at a lesser rate 
approximating one-half per thousand ; those over 1,000 
pesos at a rate not exceeding two per mil. 

In passing, it should be mentioned that all convey- 
ance of realty and transfer of personalty to the newly- 
formed corporation are subject to a tax of 74% on the 





7 T.e., “papel sellado’’, bearing the governmental crest or seal. 
The necessity of using such paper for deeds, journals, powers of 
attorney, memorials, etc., is widespread throughout Latin America. 
Stamped paper is sometimes issued in as many as seven categories 
(as in Venezuela), each being accorded a different value. Stamped 
paper laws are really but variants of the ubiquitous stamp tax, 
levied in Latin America for every conceivable purpose. 

3 Law of Jan. 25, 1919 (Art. 3); Law of November 16, 1923 (Art. 
28, section 10). 

2? Law of November 9th, 1926 (Art. 11). 

3% Law of November 23, 1923 (Art. 21). 

31 Resolution of April 21, 1932 (Ministry of Industries). 

32 Law of November 23, 1923 (Arts. 3, 5 and 15). 
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thousand.** Normally this tax would be borne by the 
seller, but it would be the part of wisdom so to stipulate.** 

The issuance of bonds is taxed in the same manner 
and at the same rate (outlined above) applicable to 
shares. 

Finally, notice should be taken of notarial fees. In 
Uruguay, as in Mexico, these are sanctioned by law *° 
and form a major item of organization expense. In 
the case of the first and smallest company, notarial 
fees, levied in accordance with the official tariff, wou'd 
approximate 400 pesos, or US$215. The figures for 
the larger companies would be 1,295 and 2,245 pesos, 
respectively. But, as always suggested, such expense 
may probably be whittled down by advance bargaining. 

The aggregate of the various taxes described above 
(but making no allowance for transfer taxes or for 
notarial fees) is 576 pesos, or US$305 for a company 
with share capital equal to 50,000 dollars; $2,160 for 
one of 500,000 dollars and $4,070 for one of 1,000,000 
dollars. In each case, a further sum of perhaps 100 
pesos should be set aside for taxes on powers of 
attorney and the corporate books of account. 


Venezuela 


We have just finished looking at a jurisdiction in 
the temperate zone of South America. However, of 
the score of Latin American republics each varies 
from the other—in geography, in economics, in politics 
and in the ethnological derivation of its people. And, 
although their law is derived from the same source, 
its application throughout Latin America (as in the 
case of the common law in the English-speaking world) 
varies from jurisdiction to jurisdiction. 

Lying north of the lush and verdant banks of the 
Amazon, the United States of Venezuela coalesce to 
form a republic essentially different from Uruguay. 
Venezuela, unlike its southern neighbor on the Rio 
de la Plata, is not primarily an agricultural community. 
It is, on the contrary, an importer of food-stuffs; for 
the Venezuelan economy is founded chiefly upon the 
production of oil. It is this black, liquid gold, welling 
up through the subsurfaces of Lake Maracaibo, which 
gives this nation its unique economy, and makes it one 
of the most expensive in the world in which to live. 
It is perhaps significant, in this connection, that 
Venezuela, until very recently, enjoyed the rather 
unusual distinction of having no income tax and very 
few other taxes of importance not paid by the oil com- 
panies, excepting only import duties. 

But the flame of war, as it has to so many other 
nations, has come at last to the tranquil, tropical 
Shore of Venezuela. The unrelenting savagery of the 


*“ Law of December 28, 1904; Law of November 1, 1932. 

*In each of the Latin American countries, like provision should 
be made in advance for the payment of transfer taxes, registration 
and protocolization fees, etc. 

Notarial Tariff of Uruguay (January 24, 1920). 
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German U-boat campaign, and the sinking of tankers 
off Venezuela’s doorstep, have conspired to place the 
Venezuelan economy in a precarious position. For 
the last three decades, Venezuela has exported petroleum 
in exchange for what her people eat and wear.*® In 
fact, so dependent has she become on foreign trade 
that Venezuelan inhabitants of the Orinoco delta have 
been accustomed to purchase United States cloth and 
thread for their clothing, while Venezuelan cities have 
largely relied on imports of foreign food-stuffs. Now, 
however, with sea-borne commerce subject to voracious 
attrition by underseas raiders, shipments of petroleum 
have been drastically curtailed. The consequent seal- 
ing of wells and decline in national revenue have forced 
the Government, for the first time in Venezuela’s 
history, to enact an income tax law, retroactive as of 
the first of January of the current year.*" 

The monetary unit of Venezuela is the bol-var. 
It is currently quoted at the controlled rate of 3.35 
to the United States dollar, or 30.25 U. S. cents per 
bolivar. Par for the bolivar, vis-a-vis the pre-devalua- 
tion U. S. dollar, is 19.30 cents of that dollar (equivalent 
to 32.67 cents of the present dollar). Venezuela is thus 
the only country in Latin America (if not the world) 
where the national currency is quoted at a spectacular 
premium over the present U. S. dollar and close to 
parity with the old U. S. dollar.3* A Venezuelan cor- 
poration issuing capital stock equivalent to US$50,000 
must then be capitalized at Bs. 168,000 and our other 
two test companies at amounts ten and twenty times 
greater, respectively. 

Incorporation in Venezuela follows much the same 
pattern observed elsewhere. The stamped paper tax 
(protocol) payable upon recording is one bolivar for 
every fifty lines. This, for the three companies might 
run to Bs. 80, each. For certified copies the tax is Bs. 
10 for each sheet of stamped paper.*® Estimating our 
paper requirements at forty sheets for each of the 
three companies, we arrive at three parallel cost figures, 
for this item, of 400 bolivares. 

Registration, on the basis of Bs. 0.70 for each Bs. 
100 worth of capital stock, will amount to Bs. 1,176 for 
our smallest company.*® For the larger two the rate 
climbs to .75 per 100. Thus, the registration cost for 
the companies capitalized at Bs. 1,680,000 and Bs. 
3,360,000 will be Bs. 12,600 and Bs. 25,200, respectively. 

The issuance of shares (assuming a par value of 
Bs. 100) will be burdened by a tax of Bs. 168, in the 
case of the smallest company, and proportionately 





3% During the last year, petroleum made up 94.2 per cent of the 
value of Venezuelan exports. 

31 See Ley de Impuesto sobre la Renta (contained in the “‘Gaceta 
Oficial’, Caracas, of July 17, 1942). 

33 A comparison with the pound sterling may clarify the point 
sought to be made. Whereas the pound is now quoted at $4.03, 
parity in terms of the pre-devaluation dollar would be $8.23 current 
exchange, and not the classical rate of $4.86. 

39 Ley de Impuesto de Papel Sellado Nacional (June 20, 1918) 

# Ley de Registro Piublico (July 31, 1940) Art. 19 (1 and 14) 
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greater for the larger companies.*? Share certificates 
having a face value greater than Bs. 100 pay an issuance 
tax progressively greater—climbing from Bs. 0.20 per 
share certificate of Bs. 200 to Bs. 1 for shares having 
a face value of Bs. 1,000, or over. 

The above charges add up to the grand total of Bs. 
1,824, or US$550, for a company with a capital of ap- 
proximately US$50,000. (The emission of shares of 
a par value less than Bs. 25 would cut this figure by 
US$50 for our first example corporation, a sum which 
might be useful to a small company to defray neces- 
sary taxes on the corporate books of account and 
powers of attorney.) For the larger companies the 
charges would be US$4,465 and US$8,785, respectively. 
Publication of a résumé of the corporate documents 
in a Venezuelan newspaper, as required by law, will 
entail an additional but trifling expense. 

In Venezuela, we might, at the first blush, be tempted 
to felicitate ourselves on having no notarial expenses 
to worry over—for there are none! However, any 
such expression of pleasure would be short-lived ; for 
instead of notaries public, Venezuela maintains registrars 
before whom deeds are acknowledged and documents 
transcribed. The registrars, of course, charge fees for 
having legal papers copied out on their records. Such 
fees are payable at the rate of Bs. 4 for the first 30 
lines and 5 centimos (Bs. 0.05) for each additional line. 
Based on our previous paper estimates (supra) for the 
three test companies under consideration, the registrar’s 
fees might run to Bs. 140 for each of them. As one 
does not bargain with judicial officers, these sums are 
scarcely susceptible to scaling down. Moreover, they 
are in addition to the registration cost, based upon the 
companies’ capital stock, discussed above. 

The tax charged upon the issuance of bonds is at the 
same rate outlined above for the issuance of shares.*? 
The transfer of bonds and shares is subject to taxation 
at the rate prevailing for the issuance of shares ; how- 
ever, bearer bonds and shares pay no transfer taxes.** 

Finally, the conveyance of realty, as well as per- 
sonalty (where the purchase price is paid in cash), is 
also taxed at the rate applicable to the issuance of 
shares.** Although the share issuance tax is progressive 
by blocks (see supra) so, too, is the transfer tax. Thus, 
a conveyance of land or a cash sale of goods, for a 
price less than Bs. 25 is exempt from any transfer tax. 
On sales between Bs. 25 and Bs. 50, the tax is 5 cen- 
timos: on sales between Bs. 50 and Bs. 100, 10 
From there upwards to Bs. 500 the tax 
increases bv increments of 10 centimos for each 
additional Bs. 100 of 


centimos. 


value. If the sale price is 





1 Ley de la Renta Nacional de Estampillas (June 21, 1923) Art. 
5 & 19 (1). It should be noted, however, that shares of a par value 


less than Bs. 25 are apparently exempt from any tax upon their 
issuance. 


@ Tbid., Art. 19 (1 & 14). 
*Ibid., Art. 19 (19, 26 & 49). 
“ Tbid., Art. 37 (30 & 77). 
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more than Bs. 500 but does not exceed Bs. 1,000, the 
tax is one bolivar. Any sale for a sum exceeding Bs, 
1,000 is taxed at the rate of one bolivar for each addi- 
tional thousand of the purchase price. The sale of 
goods and the conveyance of land are also subject to a 
stamped paper tax,*® the incidence of which is con- 
siderably lighter than the stamp tax. 

Additional sums roughly equivalent to those out- 
lined in the sections dealing with Mexico and Uruguay 
should be earmarked for taxes upon powers of attor- 
ney and the corporate books of account. 


Guatemala 

The most populous of the Central American nations 
is Guatemala. A sound national currency and the 
absence of exchange control ** are real advantages 
which this republic has to offer foreign investors. 

The monetary unit of Guatemala is the quetzal, 
named after the tropical bird with the green, irri- 
descent plumage, sacred to the Aztecs. Conversion 
of quetzales to dollars is made simple by the fact 
that the two are nominally and actually interchangeable 
in Guatemala at one toone. Accordingly, Guatemalan 
corporations—comparable to the examples already taken 
for Mexico, Uruguay and Venezuela—would have a 
capital of 250,000, 500,000 and (1,000,000, respec- 
tively. 

Stamped paper is, of course, required for the cor- 
porate documents. Forty sheets, at 0.10 the sheet, 
would cost the three companies @4, each. The stamp 
tax levied upon the articles of incorporation, would 
amount to @50 ** for the smaller company ; @500 and 
(1,000 for the larger companies. A certified copy 
would cost a further @4 for the company capitalized 
at 250,000; printing in the official publication ** per- 
haps 10. The last-named figure would, of course, be 
slightly greater for the larger companies, although the 
cost for certified copies would be the same. A tax of 
one per thousand is imposed upon the issuance of 
shares.*° Thus, making allowance neither for trans- 
fer taxes nor for notarial fees (the latter at legal rates 
being very high in Guatemala) we have a total of 
(118, or the same sum in dollars, for the smaller cor- 
poration; and (1,023 and 2,028, respectively, for the 
larger ones. An additional @50 should be earmarked 
for taxes upon powers of attorney and the general 
books of account of the new corporation. 





* Ley de Impuesto de Papel Sellado Nacional (June 20, 1918) 
Art. 13 and 14. 

4 A species of currency control was introduced, it is true, into 
Guatemala by Decreto Ejecutivo No. 2775 of May 28, 1942. However. 
its provisions are directed solely against enemy powers and their 
subjects—not against the United States and its nationals. In effect. 
the decree is analogous to our own ‘‘Freezing Orders’’ and ‘‘Trading 
with the Enemy Act’’. 

41 Ley Decreto 1831 of May 9, 1932, Art. 2 (51). 

48 Ibid., Art. 2 (3). The rate is one on the thousand. 

*T.e., Diario de Centro América, Guatemala, in conformity with 
decrees of Sept. 3, 1934. and of August 1, 1936. 

3 N. 47, supra, Art. 2(3). 
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The Guatemalan Notarial Law, now in force, is that 
set forth in Decree 2,154 of May 4, 1936. Article 97 
thereof declares that a notary public may charge for 
documents of a determined value a basic fee of Q2; 
plus 3 per thousand on the first 2,000 quetzales of 
expressed value; plus 2 per thousand on the next 
8,000; plus one per thousand on everything exceeding 
(10,000. 

On this rate scale our company with (50,000 of 
capital stock would, of course, have to pay notarial 
fees of 64, excluding extras. The larger companies 
would be liable in the sums of 9514 and 1,014, respec- 
tively. These, of course, are far from trifling sums 
and make crystal-clear the desirability of fixing in 
advance notarial fees. In fact, the Guatemalan No- 
tarial Law itself looks toward mutual agreement of 
the parties, for Article 93 thereof declares that the 
notary shall have express authorization to make a 
personal contract fixing such fees as may lawfully be- 
come due him. 

\dvantage was taken of this provision during the 
incorporation, in Guatemala, of a large corporate client 
of our firm. Needless to say, through mutual and sat- 
isfactory arrangements, the notary was paid very much 
less than the ceiling rates allowed him by law. 

The tax upon the issuance of bonds is levied at the 
same rate as that applicable to shares—one per thou- 
sand. This, too, is the rate which adheres to the trans- 
fer of bonds or shares. The conveyance of realty and 
the transfer of personalty are taxed on the scale of one 
guetzal per 100 of actual value. 


The ABC Countries 


\Ve have briefly discussed incorporation taxes in 
four of the nations of Latin America. There remain 
sixteen countries of which we have said nothing. It 
would be manifestly impossible to take up these in the 
space available. But any study, however cursory, 
would be deficient in failing to mention three great 
nations under the Southern Cross—Argentina, Brazil 
and Chile. These republics, in area and in population, 
make up more than half of Latin America. Their 
combined territory stretches from the sweltering 
Amazon jungle to the snow-capped Chilean Andes to 
the desolate wastes of Tierra del Fuego. Moreover, 
their commerical and political importance entitle them 
to a place even more preponderant than their size and 
resources. 


Argentina 

In Argentina, as in the other countries mentioned, 
the business organization corresponding to our cor- 
poration is the sociedad andnima. There also exist 
other kinds of commercial companies among which is 
the sociedad de responsabilidad limitada, or the limited 
liability company, possessing quite different attributes 
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from the corporation. For example, the members of 
the sociedad de responsabilidad limitada may not exceed 
twenty-five, and one member may not assign his in- 
terest except with the consent of the others or upon 
court order. Such a company may not engage in the 
banking or insurance business.*! 

The main tax incident to incorporation is the stamp 
tax, levied at the rate of 114 per thousand upon the 
authorized capital of the corporation.®? This tax, as- 
suming a capitalization of m$n211,C00,°* would amount 
to m$n315 or US$75. As was the case with countries 
discussed earlier, various fees are charged for publi- 
cation and registry of the corporate papers. It is also 
necessary to procure presidential sanction before pro- 
ceeding to incorporate. These various fees and taxes 
(excluding the share issuance tax, notarial fees, charges 
falling upon powers of attorney and corporate books 
of account, etc.) might bring the total cost, attributable 
to taxes, of incorporating a company with a share cap- 
ital of m$n211,000 in the Argentine to US$150—US$200. 
For corporations with a capital represented by shares 
of m$n2,110,000 and m$n4,220,000, the amounts would 
be approximately US$1,500 and US$3,000, respectively. 

Issuance taxes on bonds or other mortgage notes 
depend both upon the face value and the maturity of 
the individual certificate. For example, a certificate 
or note of face value less than m$n100, and maturing 
within 90 days, pays a tax of m$n0.15. The rate is 
progressive—reaching m$n1.50 for a certificate worth 
m$n1,000.°* From m$n1,000 upwards, the tax is 
m$n1.50 for each 1,000 or fraction thereof. If the 
maturity date exceeds 90 days, then the rate indicated 
above is multiplied by the number of times the dura- 
tion of the instrument exceeds 90 days, provided that 
the tax itself shall never be more than 1% of the value 
of the certificate. In the case of bearer bonds, or of 
bonds with no fixed maturity, the rate is 2 per thousand. 


The tax upon share certificates is also at the rate of 
2 on the thousand.®* This issuance tax would raise 
the cost of incorporating the three companies by US$100, 
$1,000, and $2,000, or a total of $250, $2,500 and $5,000, 
respectively. 

There is no tax upon the transfer of bonds; ** how- 
ever, one per ten thousand is levied upon the trans- 
mission of shares.57 Upon the conveyance of realty 
the tax is m$n4 for each m$n1,000 of value.®® The tax 
upon the sale of personalty (other than stock or bonds) 
is levied at the rate outlined above for the issuance of 





51 Law 11,645 of October, 1932. 

52 Ley de Sellos No. 11,290 y su Decreto Reglamentario (Nov. 29, 
1923), as amended; Art. 18 & 2. 

53 The equivalent in Argentine currency of US $50,000 at the ‘‘free 
market” rate of 4.22 to the dollar. 

5 Note 52, supra, Art. 2,3 & 5. 

5 Ibid. 

5% Tbid., Art. 4 of the Regulations. 

5 Ibid., Art. 21 of the Law. 

38 Tbid., Art. 10 of the Law. 
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bonds and notes.®® Although the bond issuance tax 
is progressive by blocks (see supra) so, too, is the tax 
upon the transfer of personalty. Thus, a sale of goods 
for cash (or upon credit not exceeding 90 days), for a 
price less than m$n100 and more than m$n20, pays a 
transfer tax of 15 centavos (m$n0.15). The tax is 
30 centavos on sales over m$n100 and less than 
m$n200, 45 centavos on sales over 200 and less than 
300, and continues upward by increments of 15 cen- 
tavos for each additional m$n100 of value. When the 
value of the article or goods sold reaches m$n1,000, or 
more, the tax is m$n1.50 per thousand or fraction 
thereof. If the credit extended is for a period longer 
than 90 days, then the rates given above are multi- 
plied by the number of times the extension of credit 
exceeds 90 days, provided that the transfer tax shall 
never exceed 1% of the value of the sale. 

In the Argentine, as in Mexico, notarial fees are 
levied according to the law of the individual province 
or state. Let us take as a test jurisdiction the Argen- 
tine province of Buenos Aires. Here notarial fees are 
exceedingly high and would amount to m$n1,746, or 
US$410, for our company capitalized at m$n211,000. 
The figure arrived at for the second company by using 
the legal scale is m$n36,115, or US$8,560. For the 
third and largest company the figure would be 
m$n78,315, or US$18,550.°° So staggering are the last 
two sums (running close to 2% of the total authorized 
capital of the companies) that they clearly illustrate 
the necessity to reduce, by bargaining, the notarial 
fees as determined by law. Especially is this true be- 
cause the above sums (large as they are) do not 
include fees which the notary might rightfully charge 
for other duties, such as drawing up instruments for 
the conveyance of realty to the newly-formed cor- 
porations. 


Brazil 


The main item of expense in forming a Brazilian 
corporation (sociedade anonyma) is the Federal stamp 
tax upon declared capital.“ In the case of a company 
with a share capital equal to US$50,000, this would be 
levied at the rate of 3$600 for 1 :000$000 (i.¢., 3.6 milreis 
per thousand).® The total tax upon a capitalization of 
1.000 :000$000—roughly equal to US$50,000 at the “free 
market” rate of 19.650 milreis to the dollar—would be 
3 :600$000, or US$180. The cost of printing in official 
publications varies from state to state. This charge 
plus registration taxes, etc. (but excluding notarial 
fees and charges falling upon powers of attorney and 
corporate books of account) might lift the figure to 





%° Tbid., Art. 9 of the Law. 

© See Arancel de Honorarios de los Escribanos Piblicos (Buenos 
Aires, Ley No. 4112 of Nov. 2, 1932); Art. 1(f). 

® Imposto do Sello Federal (Law 202 of March 2, 1936, and regu- 
latory decree 1.137 of Oct. 7, 1936), as amended. 
= Ibid., Tabella A, n. 5 & 12. 
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US$350 or US$400. For a company with a capitaliza- 
tion of 10.000:000$000 and 20.000 :000$000, the cost 
would be approximately US$3,200 and US$7,000, 
respectively. 


Share issues are taxed at the rate of 3$000 per 
1 :000$000, or 3 upon the thousand.® This additional 
charge would add $150, $1,500 and $3,000, respectively, 
to the cost of the three companies—giving us final 
approximations of $500, $4,700, and $10,000. Bond 
issues pay at the rate of 3% per thousand, and so do 
transfers of personalty,® as well as conveyances of 
realty.® 

Notarial fees, in Brazil, are generally established 
in the so-called “Regimentos de Custos’ issued by the 
several states. In the Federal District, the notarial 
tariff is, of course, fixed by federal decree-law. The 
decree-law presently in force is No. 2.506 of August 
20, 1940, of which law “Tabela IV, Seccao I,’ Nos. 
70-83 relate to notarial fees (“atos dés tabeliaes’”’). This 
law may be considered representative of state laws 
upon the subject. It should be noted, nevertheless, 
that pursuant to decree-law 2.627 of September 26, 
1940 (“Dispée sobre as sociedades por agées’”), the in- 
tervention of a notary is not requisite. 

Estimating, as heretofore, that the total require- 
ments of all three companies will be forty pages, ihe 
“rasa” or charge for actual writing done by the notary 
in accordance with No. 75 of the Regulation will be 
168$000 for each of the companies. This figure is 
arrived at by assuming that the material is typed or 
printed, that each line includes at least 50 letters but 
less than 100 letters, and that each page contains 
30 lines. To the figure of 168$000 must be added the 
50% surcharge which attaches to documents in “foria 
mercantil”, such as the articles of incorporation of a 
company—giving us a total of 252$000. The fee for the 
“escritura’ and one copy would be the maximum of 
800$000 provided for in No. 76 of the Regulation. 
For each of the three companies the maximum {fee 
would be charged because to compute it otherwise 
would, even in the case of the smallest hypothetical 
company, result in fees greater than the maximum of 
800$000 permitted in No. 76. The total notarial cost 
for all three companies would, therefore, be 1 :052$000, 
or US$52.00. 

It will be observed from the above discussion that 
notarial fees in the Federal District of Brazil are 
very low indeed. This being so it is not customary 
to attempt to obtain a reduction in the fees charged 
by notaries ; however, there is nothing to prevent the 
individual notary from accepting a reduction or wa'iv- 
ing payment thereof. 





% Ibid., Art. 11. 
* Tbid., Tabella A, n. 7 & 12. 
% Ibid., Tabella A, n. 4 & 12. 
6 Ibid., Tabella A, n. 12 
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Chile 

The Chilean peso is currently quoted on the free 
market at about 31 to the dollar. Thus, the conversion 
at this rate of US$50,000 would provide for a Chilean 
corporation with capital stock of 1,550,000 pesos. 


There is a stamp tax of 200 pesos on the decree 
granting authorization to a Chilean corporation.® The 
organization papers are taxed at the rate of 10 cen- 
tavos for each 100 pesos of nominal capital.** In the 
case of our smaller company this would total 1,550 
An additional tax attaches to the issuance of 
shares.°? Assuming our capital stock to be divided 
into 520 registered shares of 3,000 pesos each, such 
would amount to 1,040 pesos,”° based on the rate of 2 
pesos per share. 


“& Ley 5434 del Impuesto de Timbres, Estampillas y Papel Sellado, 
(June 14, 1934), Art. 7(14). 
*“ Tbid., Art. 7(169). 


pesos. 
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Addition of all these taxes will give a total of 2,790 
pesos, or approximately US$90. We must, however, 
make allowance for fees incident to registration in the 
Commercial Registry, publication, taxes upon powers 
of attorney, etc. A hundred dollars more should dis- 
pose of all these—giving us a final figure (excluding 
notarial fees) of US$190 for a corporation with a 
registered share capital of US$50,000. For the larger 
companies the cost would be something less than pro- 
portionately larger. 

In Chile, the fees which notaries public are entitled 
to charge by law ™ are extremely low in comparison 
with notarial fees customarily paid elsewhere. In this 
respect Chile shares with Brazil the [Turn to page 633] 





® Ibid., Art. 7(179). 

7 In the case of bearer shares, the corresponding figure would ke 
2600 pesos, based on the rate of 5 pesos per share. 

71 Decreto con Fuerza de Ley No. 254, (May 20, 1931) Arts. 1, 2 
and 10. 
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CAPITALIZATION anne — on _ NOTARIAL FEES 
(000’s omitted) TOTAL ESTIMATED COST? (as prescribed by law) 
i = penne A B C A N R C 
COUNTRY CURRENCY Company Company Company B C é - 
Pesos 243 2,430 4,860 732.60 6,149.- 12,166.— 390.- 1,600.— 2,800. 
MEXICO —_——_—————— | Oe 
U.S 50 500 1,000 150.- 1,270.— 2,505.— 80.- 335.- 580.- 
Pesos 95 950 1,900 576.— 4,045.- 7,605.— 400.-— 1,295.— 2,245.— 
URUGUAY | «| S| SH. | | 

ws 50 500 1,000 305.- 2,160.— 4,070.- 215.- 690.- 1,190.— 
Bolivares 168 1,680 3,360 1,824.— 14,760.— 29,040.— 140.- 140.- 140. 

VENEZUELA) |————_—_ S Eh eS | 
U.S. 50 500 1,000 550.- 4,465.— 8,785.— 42.- 42.- 42.- 
Quetzales 50 500 1,000 118.- 1,023.— 2,028.— 64.- 514.- 1,014,- 

| GUATEMALA a ea ee ee 
U.S. 50 500 1,000 118.- 1,023.- 2,028.- 64.— 514.- 1,014.- 
mn 211 2,110 4,220 1,055.— 10,550.— 21,100.— 1,746.— 36,115.- 78,315.—4 

ARGENTINA = |__| —_————q—K—qqqcr——_—\——_— l moe c\ye—_—_, 
ae 50 500 1,000 250.- 2,500.— 5,000.— 410.— 8,560.— 18,550.— 

Milreis 1,000 :000 10,000 :000 | 20,000:000 | 9:825$000 | 92:355$000 |196:500$000 | 1:052$000 | 1:052$000 | 1:052$0005 

BRAZIL —_. SS |————- 
U.S. 50 500 1,000 500.— 4,700.— 10,000.— a a a 
Pesos 1,550 15,500 31,000 5,890.— 54,250.- 99,200.— 92.- 92.- 92,-8 
CHILE | Kr ym !)|— — — 

U.S. 50 500 1,000 190.- 1,750.— 3,200.— 3.- 3.- 3.- 

| 

Legend— 


‘ Figures exclude stamp taxes upon corporate books of account as 
Well as charges incurred for necessary powers of attorney. The cost 
of these items, however, is trifling when compared to the incorpo- 
ration cost as a whole. Of course, no estimates can be given as to 
taxes upon the conveyance of realty or transfer of personalty to the 
newly-formed corporation; but the relevant rates have been set forth 
in the text of this article. Notarial and attorneys’ fees have not 
been included in the figures which comprise this column. The ccn- 
version of Latin American currencies to U. S. dollars is based upon 
“free market’’ rates quoted on August 24, 1942, and indicated in 
the text. 


2 In the Federal District. 

3 The figures represent registrars’ fees (Venezuela has no notaries) 
for transcribing corporate documents on the registry. These are 
roughly the same for all three companies, being based upon each 
page transcribed. Registration taxes levied upon corporate capital 
are included in the adjacent columns under ‘‘Total Estimated Cost’’. 

4In the Province of Buenos Aires. 

5 In the Federal District. 

® The notarial fees in Chile, according to legal rates, will be ap- 
proximately the same for all three hypothetical companies, inasmuch 
as the fees are charged per page without regard to capitalization. 












































































































































































































































The Federal Stamp Tax on Deeds 


Given in Connection with Statutory 


Mergers and Consolidations 





NTIL December 15, 1941, no taxpayer had sup- 
posed that the federal stamp tax on deeds, here- 
inafter referred to as the deed tax, applied to 


transfers of realty made in 
connection with statutory 
mergers and consolidations. 
It was considered that such 
transfers took place wholly 
by operation of law, that no 
realty had been “sold,” as 
the statute seemed to re- 
quire, and that if deeds were 
given at all they fell within 
the category of confirmatory 
deeds delivered merely for 
purposes of proper recorda- 
tion of title. Deeds of this 
character had long been 
specifically exempted by 
the Commissioner’s Regu- 
lations,’ and apparently the 

3ureau of Internal Revenue 
had not made any attempt 
to impose the deed tax on 
transfers of the type in ques- 
tion prior to 1940. 

In that year the Commis- 
sioner sought to impose the 
deed tax on a statutory 
merger under the reciprocal 


merger statutes of Delaware and Louisiana and was 
at once overthrown by the District Court for the 
Eastern District of Louisiana in Rochelle Investment 
Co. v. Fontenot.2, No appeal was taken, and the ques- 
tion rested in this posture until December 15, 1941, 
when the Chief Counsel of the Bureau suddenly issued 
GCM 22955,3 which ruled that the tax was due not 
merely in respect of deeds, but in respect of any trans- 
fers of real estate from a merging or consolidating 
to a continuing corporation in a statutory merger or 


consolidation. 





= Attorney at Law, New York City. 
1 See Reg. 55, Art. 84 (1922); Reg. 71, Art. 105 (1932). 
2 34 Fed. Supp. 118, 40-2 ustc © 9632. 


3 1941-2 CB, p. 308. 
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veyed to, or vested in, the purchaser or purchasers, or an) 


thereof, 55 cents. 


If this ruling stands up under litigation, the financial 
effect on mergers and consolidations will be substantial 
and serious. At present rates, the deed tax, which applies 


after an initial exemption of 
$100, is 55 cents per $500 
of consideration, exclusive 
of encumbrances remaining 
at the time of sale.* This 
paper attempts to collate all 
the existing material which 
bears on the scope and mean- 
ing of the deed tax, in order 
to be able to form an esti- 
mate of whether GCM 22955 
reaches a plausible result. 
Section 3480 of the In 
ternal Revenue Code im- 
poses a documentary stamp 
tax upon the documents and 
instruments detailed in Sec- 
tions 3481 and 3482. Sec- 
tion 3481 deals with bond 
transfers, and Section 3482 
reads as follows: 
“CONVEYANCES 
“Deed, instrument, or writing, 
(unless deposited in escrow be- 
fore April 1, 1932), whereby any 
lands, tenements, or other realty 
sold shall be granted, assigned, 
transferred, or otherwise con- 


ally 


other person or persons, by his, her, or their direction, when 
the consideration or value of the interest or property conveyed, 
exclusive of the value of any lien or encumbrance remaining 


thereon at the time of sale, exceeds $100 and does not excced 
$500, 55 cents; and for each additional $500 or fractional part 
This section shall not apply to any in- 
strument or writing given to secure a debt.” 


History of the Deed Tax 


The tax on deeds is comparatively old in our law 


and is still older in the English law, from which it 
unquestionably was drawn. Its history is thus im- 





*IRC, Section 3482, 
tions 505 and 521(a)(24). 
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as amended by Revenue Act of 1941, Se 
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portant in determining its meaning and will now be 
sketched. 

The earliest deed tax statute which the writer has 
been able to discover is a law passed in 1694 in the 
fifth and sixth years of the reigns of William and Mary 
“towards,” as its preamble states, “carrying on the 
war against France.” Its language may well be quoted 
here, since it was repeated, with unimportant altera- 
tions, until the beginning of the nineteenth century. 
It reads as follows: ® 

“For every skin of vellum or parchment, on which any 

grant of lands in fee, lease for years or other grant of profit, 
not herein particularly charged, that shall pass the great seal 
of England, the seal of the Exchequer, the seal of the duchy or 
county palatine of Lancaster or the privy seal (not directed 
to the great seal) shall be engrossed or written, the sum of 
forty shillings. For every skin or piece of vellum or 
parchment, or sheet of paper, upon which any conveyance, 
surrender of grants, or offices, or other deed whatsoever, 
which shall be enrolled of record, in any of the courts at 
Hestminster, or any other court of record whatsoever, or by 
any custos rotulorum, or clerk of the peace, shall be engrossed 
or written the sum of five shillings.” 
It is clear from reading the above statute that the tax 
was directed primarily at the instrument per se rather 
than at an instrument operating in any particular 
context. “Any deed whatsoever,” any “skin, parch- 
ment, vellum or paper” on which a grant of lands 
should have been written, was subjected to tax. Statu- 
tory reimposition of the deed tax is found in England 
right up to the Revolution of 1776.® 

In 1808, a significant change is observable in the 
language of the deed tax statutes, and it is a change 
that has persisted up to the present day in the United 
Kingdom. In the statute known as 48 George III, 
c. 149 (1808), we find new verbiage, representing a 
departure from the old method of taxing any deed or 
instrument whatsoever, in that it imposes a graduated 
tax on— 

“CONVEYANCE, whether Grant, Assignment, Transfer, 
Release, Renunciation, or of any Kind or Description what- 
soever, upon the sale of any Lands, Tenements, Rents, Annui- 
ties, or other Property, real or personal, heritable or moveable, 
or of any Right, Title, Interest or Claim, in, to, out of, or 
upon, any Lands, Tenements, Rents, Annuities, or other 
property:—That is to say, for and in respect of the principal 
rv only Deed or Instrument whereby the Lands or other Thing 
sold shall be granted, assigned, transferred, released, renounced, 
or otherwise conveyed to, or vested in, the Purchaser or 
Purchasers, or any other Person or Persons, by his, her, or 
their direction; ” [Italics in the original. ] 

The deed tax statute immediately preceding the 
above, 44 George ITT, c. 98 (1804), had merely imposed 
a tax on any deed, measured by the number of sheets 
of paper. The emphasis on “Conveyance upon the 
sale” is noteworthy, and in every succeeding stamp 
act in England the phrase is repeated.’ Moreover, as 


°5 & 6 William & Mary, c. 21, Part III. 
° See, in particular, 5 George III, c. 35, Part X (1765). 
‘See Stamp Act of 1870, 33 & 34 Victoria, s. 70; Stamp Act of 


1891, 54 & 55 Victoria, c. 39, Sec. 54, which latter, with amendments, 
Is still in effect. 
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will be shown, the 1808 statute served as the pattern 
tor the first federal deed tax in this country. 


The first stamp tax of any kind in this country, lay- 
ing duties on “stamped vellum, parchment and paper,” 
did not tax deeds of conveyance.’ The institution of 
stamp taxes was shortly abolished, along with all 
internal duties, after the War of 1812, by 3 Stat. 401 
(December 23, 1817). Asis well known, British stamp 
taxes were one of the irritants which provoked the 
Revolution,® and when Congress was forced to adopt 
a comprehensive system of stamp taxes in 1862 be- 
cause of the Civil War, the proponents of the scheme 
were markedly apologetic. 


The first federal deed tax was imposed by the Rev- 
enue Act of 1862, which also created the office of the 
Commissioner of Internal Revenue and the first in- 
come tax in this country.’° When the bill was in 
the House, its proponent, Representative Morrill of 
Vermont, made these interesting remarks: 


“Many years since one of the European Governments offered 
a reward to any person who should discover a new object of 
taxation, and it was bestowed, I believe, upon the discovery 


of the stamp tax on paper. That is not by any means our 
condition,” 


After this opening and a number of remarks about 
the need for revenue and the parlous condition of the 
Union, Mr. Morrill still approached his point gingerly : 


“Stamp duties have been in bad odor with us ever since 
England attempted to impose them on the American colonies 
without their consent.” Practically, stamp duties upon legal 
and commercial documents and papers are found to be as 
unobjectionable as any duties which can be collected. The 
sums levied in each instance are small, and the transactions 
not much restricted thereby. The experience of other nations 
shows that here is a resource we cannot afford to forego. 

The great activity of the American people in commer- 
cia] transactions—every man more or less a buyer and seller— 
justifies the expectation, with only the moderate rates im- 
posed, of a large revenue from this source . . . .” 


In its original form the bill imposing this first fed- 
eral deed tax was similar to the present statute and 
also showed unmistakably from whence it had been 
derived.’? The bill imposed a graduated tax on any 


“Conveyance, deed, instrument or writing, whereby any lands, 
tenements, or other things sold shall be granted, leased, 
assigned, transferred, or otherwise conveyed to or vested in 





8 1 Stat. 527, July 6, 1797. 


® Particularly the Act, 5 George III, c. 35, known as Grenville’s 
Stamp Act of 1765. The colonies were required to contribute to the 
defense of the Empire under this statute and to raise funds there- 
for by collecting the various types of stamp taxes. See 8 Encl. Brit. 
527 (14th Ed., 1929). 

1” See Act of July 1, 1862, 12 Stat. 432, 481 (Sch. B). 

wa Congressional Globe, March 1862, pp. 1194, 1196. 


11See the Declaration of Independence, 1 Stat. 1, 2 (1776): 

The history of the present King of Great Britain is a his- 
tory of repeated injuries and usurpations, all having in direct object 
the establishment of an absolute tyranny over these states. To 


prove this, let facts be submitted to a candid world. 


“ee 


‘“‘He has combined with others to subject us to a jurisdiction 
foreign to our Constitution and unacknowledged by our laws; giv- 
ing his assent to their acts of pretended legislation: . . . For 
imposing taxes on us without ourconsent; .. .’’ 


#2In this connection, comparison with the statute 48 George III, 
ec. 149, quoted above, is illuminating. 
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the purchaser or purchasers, or any other person or persons, 
by his, her or their direction.” ” 

It was asked on the floor of the House whether by 
the phrase “other things,” the managers of the bill 
meant to include every bill of sale by which any type 
of article whatever was transferred. To clarify this, 
“things” was stricken out and “realty” substituted. 
The word “leased” was also stricken. 

In the Senate, the bill passed with little or no ob- 
jection, although some changes in rates were made. 
It is interesting that Senator Fessenden, like Repre- 
sentative Morrill, found it incumbent to reassure the 
Senators about imposing a stamp tax. His observa- 
tions were to the effect that the country had grown 
since the days of the Revolution, and that the people 
would understand the tax and not feel it.’® 


Thereafter the deed tax statute was reénacted again 
and again without significant changes of language. A 
table of the statutes is appended in a footnote."® 


In every one of the above statutes, the tax is laid on 
a “deed, instrument, or writing, whereby any lands, 
tenements, or other realty sold shall be granted, etc.” 
Remembering that the prototypical English statute 
fixes upon a “conveyance upon sale” as the subject of 
the tax and that the term “sold” has been used in every 
American statute since 1862, it is not surprising to find 
courts requiring that there be a sale of real estate in 
order for the tax to attach. Thus, in an early case on 
the 1862 Act, Greve v. Coffin," we find a state court 
refusing to invalidate a confirmatory quitclaim deed 
put in issue in an action of ejectment on the ground 


it had not been stamped as the federal statute required. 
Said the court: 


“In our opinion the word ‘sold’ is an emphatic word, and 
the ad valorem duty is only required to be affixed to deeds 
of land, etc., sold in the ordinary sense of the word.” 


An early Iowa decision similarly sustained an un- 
stamped deed against attack, the court holding that 
the statute required a sale, that a sale imported con- 
sideration, and that the latter requirement was not 
present where the motive for the conveyance was 
merely natural love and affection.'® 


8 Congressional Globe, March, 1862, page 1512. 

4 Tbid. 

15 Op. cit., p. 2610. 

16 Table of Deed Tax Statutes.— 

Act of July 1, 1862, 12 Stat. 432, 481 (Sch. B); Act of March 3, 
1863, 12 Stat. 721, c. 74, Sec. 6; Act of June 30, 1864, 13 Stat, 223, 
299 (repealed June 6, 1872, 17 Stat. 238); Act of June 13, 1898 (War 
Revenue Act), 30 Stat. 448, 451, 460; Act of March 2, 1901 (rates 
reduced), 31 Stat. 946 (repealed April 12, 1902, 32 Stat. 97, ¢c. 500, 
Sec. 7); Revenue Act of 1914, Schedule A (first statute to exempt 
conveyances made to secure a debt) (repealed by Revenue Act of 
1916, Sec. 410); Revenue Act of 1917, Schedule A (7); Revenue Act 
of 1918, Schedule A (7); Revenue Act of 1921, Schedule A (6); Rev- 
enue Act of 1924, Schedule A (5); Revenue Act of 1926, Section 800, 
Schedule A (8), as added by Revenue Act of 1932, Section 725 (not 
in original Acts of 1926 and 1928), extended by National Industrial 
Recovery Act, Section 212, and by Pub. Res. 36, approved June 28, 
1935, and by Pub. Res. 48, approved June 29, 1937; now found in 
IRC, Section 3482. 

1714 Minn, 345, 100 Am. Dec. 229 (1869). 

18 Mercer v. Mercer, 29 Iowa 557 (1870). 





October, 1942 


The earliest federal case in point seems to have been 
Mastin v. Mastin,’® dealing with the War Revenue Act 
of 1898. There, upon the termination of a receiver- 
ship, the court had decreed that the receiver reconvey 
the property to the partnership from whom the re- 
ceiver had originally received it, by means of a deed 
of release. In holding the deed not subject to tax, the 
court held that the statute— 


“ce 


. clearly enough applies alone to the instance of a sale and 
transfer of property to a purchaser between whom something 
of value invested in and belonging to the grantor passes to 
the grantee, whereby the grantee receives a benefit capable 
of estimation in money value. the court could have 
decreed the title thus vested in the receiver back to the co- 
partners, and the title would have reverted by simple operation 
of the decree in them. The fact that the court, in addition 
to the decree itself, made the further requirement that 
the receiver should remise and release to the parties this title 
taken in custodia legis, ought not to produce a different result, 
in so far as the revenue laws are concerned. when the 
deed is executed the grantees but receive what, in law and 
equity, is their own, and it would be unconscionable to exact 
of either a tax upon such deed.” 

Per contra, a conveyance by a referee in a foreclosure 
sale has been held taxable on the theory that the 
master or referee is not performing a judicial function, 
but is conveying title for a private person pursuant to 
a sale in the ordinary sense. Crawford v. New South 
Farm & Home Co.;?° Home Title Ins. Co. of New York 
v. Keith. In the latter case, the court, in sustaining 
the imposition of the tax, said: 

“The certificate of the referee and a receipt for the property 

would be sufficient to meet the requirements of the court if 
the provisions of the real estate law and the necessities of 
the purchaser did not call for what is known as a deed, as a 
muniment of the purchaser’s title. In other words, it 
is an incident of business, which is subject to an excise 
tax, and the paper evidence of the business may be the specific 
instrument which is taxable.” 
There is here to be noted a reversion to the older 
emphasis on the fact of an instrument, without so 
much regard as to whether a true sale has been effected. 
Subsequent decisions, however, have turned entirely 
on whether there was a sale. 


Thus, in Carpenter v. White,”? the entire judicial 
analysis, in both the lower and the appellate court, is 
directed to the point of sale. The facts were that prior 
to August 25, 1925, the trustees of a business trust and 
a Massachusetts corporation desired to consolidate 
their properties. By the plan adopted on the date 
mentioned, a new trust was created to continue the 
business of the old trust, and the assets of the cor- 
poration were conveyed to it in exchange for the issu- 
ance of trust participations to the former stockholders 
of the corporation and the cestuis of the old trust. 
This consolidation was not had pursuant to any statute, 





1999 Fed. 435 (Cir. Ct., W. D. Mo., 1900). 
20 231 Fed. 999 (D. Ct., S. D. Fla., 1915). 
31 230 Fed. 905 (D. Ct., E. D. N. Y., 1916). 


29 Fed. Supp. 391 (1934), affirmed 80 Fed. (2d) 145, 35-2 wstc 
{. 9630 (CCA-1, 1935), cert. den. 297 U. S. 720 (1936). 
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and the trustee of the new trust contended that no 
deed tax was due because what had occurred was not 
a true sale, but a mere substitution of trustees with 
change in the bare legal title to the real estate in- 
volved, but no change in the beneficial interests. In 
sustaining the tax the District Court held that whether 
the tax was collectible— 


“depends upon whether the transactions set forth 
involved a sale of lands, tenements or other realty, so that 
the instruments of conveyance. required the use of stamps.” 

In affirming, the Circuit Court of Appeals found all 
the elements of a sale to exist. 


“The old trust was not continued in the hands of new 

trustees; it was wiped out as to the property conveyed. 
The entire interest, legal and equitable, in the property of 
the Amoskeag Company was conveyed to the trustees of the 
new trust, and new equitable interests were created, evidenced 
by the shares in the new trust, issued to the grantees in 
return for the conveyance.” 

Hence, the court held that there was a complete change 
of both the legal and the beneficial title in the prop- 
erty conveyed, and that the new shares evidencing 
ownership were paid for by surrender of old certificates 
did not prevent the transaction from being a real sale 
subject to tax. 

Similarly, in Charleston Five Cents Sav. Bank v. 
White, the District Court for the District of Massa- 
chusetts held that a mortgagee who bought in from 
himself at a foreclosure sale must pay deed tax, where 
an analysis of local law showed a true sale to have 
taken place. 


The latest case on the point, Rochelle Investment Co. 
v. Fontenot,** also holds that a sale must be present 
in order for the tax to apply, and that no taxable sale 
is involved in the instance of a statutory merger of 
two corporations into the subsidiary of one of them, 
pursuant to the reciprocal merger statutes of Delaware 
and Louisiana. The court reasoned thus: 


“In my judgment plaintiff is right. A transfer of real 
estate by virtue of merger is not a sale of real estate. In 
merger, the merging corporations, except the one which sur- 
vives, cease to exist. Consequently the merging corporations 
in the instant case did not and could not receive any consid- 
eration for the transfer, because they were extinguished and 
dissolved by the acts of their stockholders in assenting to the 
proposed agreement of merger.” 

As will be subsequently noted, the Commissioner’s 
new ruling is largely devoted to refuting the reason- 
ing of the court in Rochelle Investment Co. v. Fontenot. 


The case has not been appealed. 


Before discussing the various Treasury Regulations 
on the Deed Tax, it will be instructive to consider 
again the English stamp tax on conveyances upon 
sale, as applied in the case of statutory mergers. The 
two principal English deed tax statutes of the nineteenth 
century were 33 and 34 Victoria, s. 70 (1870) and 54 


** 30 Fed. Supp. 416 (1939). 
* 34 Fed. Supp. 118 (D. Ct., E. D. La., 1940). 
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and 55 Victoria c. 39, s. 54 (1891), the latter of which 
is still in effect. Both of them call for a stamp 
duty on “conveyances upon sale.” The question of 
whether the duty was to be imposed in the case of a 
statutory merger was implicit in Furness Railway Co. 
v. Commissioners of Inland Revenue,?> where by a 
private Act of Parliament the whole undertaking of 
the Ulverstone & Lancaster Railway Company was 
“sold to and vested in” the taxpayer company, sub- 
ject to the liabilities of the former. A section of the 
special act provided that the transfer should be evi- 
denced by a deed of transfer fully stamped. Both 
sides admitted the taxability of the transaction, the 
litigation being only as to how the consideration was to 
be measured. But Pollock, C. B. made this observation: 

“There can be no doubt that clause was put into the act 
of parliament to prevent a transaction being done merely by 
the act of parliament between the parties, the respondent los- 
ing the stamp-duty.” 

The taxability of a statutory consolidation, or 
“amalgamation,” as it is called in England, was squarely 
presented to the Court of Appeal in Great Western 
Railway Co. v. Commissioners of Inland Revenue.*® In 
that situation, another special Act of Parliament pro- 
vided that the properties of four railway companies 
should, subject to their respective liabilities, be amalga- 
mated with and form part of the undertaking of their 
common parent, the taxpayer. The special statute 
further provided that a Queen’s Printer’s copy of the 
special act should be chargeable with the same stamp 
duty as would have been chargeable had the trans- 
action been effected by the parties by an instrument 
in writing. No other instruments were executed, 
except the usual corporate resolutions. It was argued 
on appeal from the Divisional Court that in a transfer 
of this type there was no contractual element, and no 
conveyance upon sale, but merely a merger of minor 
companies into Great Western Railway Company, and 
that no consideration could legally pass to the expir- 
ing subsidiaries. 


But the Court of Appeal was unanimous in sustain- 
ing the imposition of the tax. Not only did it deem 
itself bound by the Furness Railway Co. case, but it 
rationalized the meaning of “conveyance upon sale” 
thus: 


Lord Esher, M. R. “. Does that expression mean a 
conveyance where there is a definite contract of purchase and 
sale preceding it? Is that the way to construe the Stamp Act, 
or does it mean a conveyance the same as if it were upon a 
contract of purchase and sale? The latter seems to me to be 
the meaning of the phrase there used.” 


Kay, L. J.: “The transfer is effected by this Act of Parlia- 
ment, and this Act of Parliament is to receive the same 
stamp which an instrument carrying out that arrangement 
would have been subject to if the companies had had power 
to do it without an Act of Parliament.” 





% 33 L. J. (Ex.) 173 (1864). 
76 [1894] 1 Q. B. 507. 
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Lopes, L. J. pointed out that the transaction was 
none the less a sale because the consideration—new 
stock in the continuing company—had gone directly 
to the minority stockholders of one of the subsidiaries, 
instead of to the subsidiary directly. 

In the opinion of the writer, these two English 
cases are confined to their beds because of the provi- 
sion in the special amalgamation statute requiring a 
conveyance stamp. The reasoning of the three jus- 
tices of the Court of Appeal, it is submitted, is no 
more than a fictive rationalization—note the language 
“the same as if it were a contract of purchase and sale” 

—of the specific requirement of the special Act. It 
remains to be noted that Parliament, in the Finance 
Act of 1930, s. 42 7®* mitigated the force of these deci- 
sions by enacting that no stamp duty should be due 
where the effect of the conveyance is to transfer a 
beneficial interest from one limited company to an- 
other and it is further shown either that one of the 
companies is beneficial owner of not less than “ninety 
per cent of the issued share capital of the other com- 
pany” or that not less than “ninety per cent of the 
issued share capital of each of the companies” is in 
the beneficial ownership of a third company with 
limited liability. 

The United States Commissioner’s Regulations on 
the Deed Tax have been fairly uniform, but they have 
never touched directly upon the instance of a statu- 
tory merger or consolidation. The first Deed Tax 
Regulations were promulgated under the War Rev- 
enue Act of 1898, and merely quoted the statute with- 
out interpretation of its substantive provisions.”* 

The first real interpretation by the Bureau of the 
Deed Tax came in Regulations 55 (1922). Each of 
these paragraphs was repeated verbatim, although 
with different numbers in Regulations 71 (1932 Edition). 
Those relevant for present purposes are as follows: 


Art. 57 (79)* “ ‘Sold’ defined—The term ‘sold’ imports 
the transfer of the absolute or general title for a valuable 
consideration or price.” 

Art. 69 (90). “Quitclaim deeds—A quitclaim deed given for 
no consideration, or merely the nominal consideration of $1, 
for the purpose of correcting a flaw in title is not subject 
to tax.” 

Art. 82 (103). “Conveyances without consideration—Convey- 
ances of realty, not in connection with a sale, to trustees or 
other persons without consideration are not taxable.” 

Art. 84 (105). “Deeds confirming title —Deeds that are simply 
confirmatory and do not vest title not already vested are 
exempt from tax.” 

Art. 94 (115). “Deeds from one corporation to another owning 
capital stock of former in consideration of payment of debts.— 
A deed from a corporation, the entire capital stock of which 
is owned by another corporation, conveying real estate to the 
latter in consideration of the payment by the grantee of all 
obligations of the grantor, is subject to tax.” 





26a 20 & 21 George V, c. 28. 
7 Regulations 26, issued August 22, 1898. 


78 Numbers in parentheses refer to corresponding numbers in Regs. 
71 (1932 Edition). 
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On November 25, 1941, the Bureau issued a new edi- 
tion of Regulations 71, which contains a revised arrange- 
ment of the interpretations. Relevant paragraphs 
follow. 


sec. 21380. “. The tax is limited to conveyances of 
realty sold and does not apply to other conveyances. . . .” 


Sec. 173.81.. “. 


“(a) The term ‘deed’ includes any instrument or writing 
whereby realty is assigned, transferred, conveyed to, or vested 
in, the purchaser or, at his direction, in any other person. 

“(b) The term ‘sold’ imports transfer of title for a valuable 
consideration which may involve money or anything of value.” 

Sec. 113.83. “CONVEYANCES SUBJECT TO TAX— 
The following are examples where the tax applies: 

“(a) A conveyance of realty in exchange for other property; 
also the conveyance of the other property if it is realty. 

“(f) A conveyance of realty to a corporation in exchange 
for shares of its capital stock. 


“(g) A conveyance of realty by a corporation in liquidation 
or in dissolution to its shareholders subject to the debts of 
the corporation; however, if there are no corporate debts and 
the conveyance is made solely for the cancellation and retire- 
ment of the capital stock, the tax does not apply.” 

Section 113.84 gives as examples of conveyances not 
subject to tax: conveyances without consideration and 
“otherwise than in connection with a sale,” “a deed to 
or by a trustee not pursuant to a sale,” and “a deed to 
confirm title already vested in the grantee, such as a 
quitclaim deed to correct a flaw in title.” 

It is quite evident that the crux of the matter is 
whether there isa sale of realty. All of the later cases 
and all of the Treasury Regulations are concerned 
with that question alone, as is GCM 22955. It is the 
position of the Chief Counsel as expressed in this rul- 
ing that every merger or consolidation involves a sale 
of the assets of the constituent corporations to the 
continuing corporation, and he would deal with the 
troublesome question of consideration by reasoning 
that it can pass to the disappearing corporations at 
the very instant of consummation. In other words, 


they die happy in the knowledge that their debts are 
assumed. 


The Validity of GCM 22955 


But the basic flaw in this recent position of the 
3ureau is its neglect of the doctrine of substance. 
True, stamp taxes are metaphysical in their operation 
and interpretation compared with the more forthright 
income taxes. We can also admit, without sacrilice 
of a point, that in a statutory merger or consolidation 
title to real estate, if any be involved, passes from one 
corporation to another, and that in the reverse direc- 
tion some quid pro quo, stock in the new company or 
assumption of the merging or consolidating company’s 
liabilities, usually finds its way. Whether a corporate 
entity is alive to receive the consideration is beside 
the point. For the vital problem still remains, was 
there, looking into the heart of the whole operation, a 
sale, or was there a merger or consolidation by virtue 
of the relevant state statutes? [Turn to page 634] 
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Federal Tax Anticipation Notes 


By DOUGLAS H. ELDRIDGE* 


INCE August 1, 1941, the United States Treasury 

has sought to facilitate defence and war financ- 

ing by the employment of a somewhat novel 
form of short-term borrowing. The opportunity has 
been offered to those liable for certain federal taxes 
to anticipate forthcoming tax payments by the pur- 
chase of special interest-bearing notes. These new 
obligations rapidly have become an important source 
of public debt receipts. Although the tax-series notes 
were available for sale during only eleven months of 
the fiscal year ending June 30, 1942, $4,156,200,000 * 
or approximately one-fifth of the total borrowed by the 
Treasury in fiscal 1942 came from tax-anticipatory 
borrowing. Apparently there has been no exact prece- 
dent for this fiscal device.? 


But while this particular form of borrowing is new, 
the anticipation of Treasury tax receipts by resort to 
short-term loans certainly is not. Since the War of 
1812 the Treasury has habitually obtained funds to 
meet fiscal emergencies through the issue of notes or 
certificates of indebtedness which were to be liquidated 
out of future tax proceeds. About one of these early 
issues, H. C. Adams states: 


The financial records of the United States offer no more 
perfect example of obligations of this sort than is presented by 
the direct tax-loan of 1815. It will be remembered that the 
endeavor to carry on the War of 1812 without directly appeal- 
ing to the resources of the country had at this time been 
confessed a failure; and that Mr. Dallas, who was called into 
the cabinet as Secretary of the Treasury, proposed a vigorous 
system of taxation. But the pressing needs of the govern- 
ment could not wait the ordinary course of newly-levied taxes; 

7 


loan, therefore, of $6,000,000 was authorized, and the contract 


University Fellow, Department of Economics, University of 
Chicago; formerly Research Assistant, Washington State Tax Com- 
mission. 

' Bulletin of the Treasury Department, July, 1942. 

* After its adoption in this country, however, similar Tax Reserve 
Certificates have been issued in Great Britain. See ‘‘British Tax 
Anticipation Security,’’ an extract from The Statist (London) ap- 
pearing in Trusts and Estates, February, 1942, p. 133. Throughout 
this article the only type of tax anticipation borrowing considered 
is that by the United States Treasury. 
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declared that this sum should be paid out of the first proceeds 
of the direct tax.* 


Between the War of 1812 and the Civil War the 
United States Treasury relied on a succession of note 
issues to meet part of its financial requirements, par- 
ticularly large emissions being made at the times of 
the panic of 1837, the war against Mexico, and the 
crisis of 1857.4. A common feature of these various 
issues was their receivability by the Treasury in pay- 
ment of all taxes and due. Thus, any taxpayer could 
anticipate his obligations to the Federal Government 
by investing in Treasury notes and then using the 
notes to pay his taxes when they were due. The 
short-term issues of the Civil War also were in a sense 
tax anticipatory because they were receivable for fed- 
eral taxes with the exception of customs duties.’ 
Further, at the time of the Spanish-American War the 
Secretary of the Treasury was authorized by Congress 
to issue short-term notes to cover the extraordinary 
expenditures until the receipts from war taxes and 
the sale of bonds became available. At this time, how- 
ever, the immediate success of the long-term loans 
obviated the need for issuing the Treasury notes.® 

In World War I negotiable short-term debt obliga- 
tions were repeatedly used to realize immediate funds 
in anticipation of war taxes and receipts from the 
Liberty Loans. For example, the Treasury antici- 
pated corporation and individual income taxes due in 
June, 1917, by borrowing $50,000,000 from the Federal 
Reserve Banks through the medium of ninety-day cer- 
tificates of indebtedness.’?. The loans in this instance 
were made in the form of new or added governmental 
deposits to the credit of the Treasury. 


3 Public Debts, (New York: D. Appleton & Co., 1887) pp. 155-6. 
Cf. Robert A. Love, Federal Financing, (New York: Columbia Uni- 
versity Press, 1931) p. 37. 

4For a summary of these issues see: Jacob H. Hollander, War 
Borrowing (New York: The Macmillan Company, 1919), pp. 3-15. 

5 Love, op. cit., p. 220. 

* Hollander, op. cit., p. 18. 

7 Ibid. p. 28. 
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Later certificates of indebtedness were issued to the 
amount of $1,624,403,500 in anticipation of 1%18 in- 
come and excess profits taxes.* These certificates of 
indebtedness were not purchased by the Federal Re- 
serve Banks, but were distributed by them as fiscal 
agents of the United States to subscribing national 
banks, state banks, and trust companies, and through 
these latter institutions to individual investors and 
taxpayers. The new certificates were receivable at par 
and accrued interest (4 per cent) in payment of income 
and excess profits taxes. One purpose of these loans 
was “to relieve any possible congestion and disturb- 
ance of the money market such as might be caused by 
the payment of taxes due between June 15 and June 
25, 1918, estimated to amount to over $2,000,000,000.” * 
Further, the tax-anticipation loans were thought to 
be of obvious advantage to taxpayers and investors 
and of substantial help to the financial operations of 
the Treasury. Again in the latter part of 1918, income 
and excess profit taxes due in 1919 were anticipated by 
the issue of certificates of indebtedness. The “tax 
series of 1919,” as this issue was called, was disposed 
of in the same manner as those for 1918 taxes. The 
results were much less satisfactory, however, for only 
an amount of $157,552,500 was sold, the chief reason 
probably being the discrepancy between the 4% per 
cent rate of interest on the certificates and the 
6 per cent rate prevailing on the money market.° 


HILE the 1918 and 1919 series of tax-anticipation 

loans were not made through the medium of 
newly created bank deposits to the extent that the 1917 
series was, nevertheless, substantial portions of the later 
issues were taken and held by the financial institutions 
of the country.’' Certificates acquired by national 
banks, state banks and trust companies for their own 
accounts were paid for in many instances merely by 
crediting the amount subscribed to the deposit of the 
Treasury which was held in the particular bank. The 
extensive use of bank credit during 1917-1919, not only 
to anticipate tax and long-term loan receipts but also 
to purchase bonds, resulted in a marked increase in the 
total volume of the means of money payments in the 
country and in a consequent pronounced and eco- 
nomically disruptive rise of the general price level.” 


The unique features of World War II tax-anticipa- 
tion borrowing may be imputed to attempts on the 
part of Treasury officials to check and avoid the ad- 
verse economic consequences that have attended our 
past war financing. The task of financing the war 


8 Ibid. p. 27. 

® Federal Reserve Bulletin, December, 1917, p. 98, as quoted in 
Hollander, op. cit. p. 42. 

” Hollander, op. cit., p. 58. 

11 Ibid, p. 59-69, 

1% See Jacob Viner. ‘‘Who Paid For The War?’’, Journal of Polit- 
ical Economy, XVIII (1920), pp. 46-76; and also Hollander, op. cit., 
Chapter V, ‘‘The Price Level,’’ pp. 157-192. 
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today is not merely that of supplying the Federal 
Government with adequate funds; the problem is to 
raise those funds wisely. There can be no doubt that 
the United States acting through the Treasury and 
the Federal Reserve System could utilize the existing 
credit mechanism to obtain a ready and virtually in- 
finite supply of bank credit.1* Or practically the same 
end could be achieved and needed governmental pur- 
chasing power obtained by the appropriate issue and 
withdrawal of fiat money. But use of those means of 
financing, if pursued far, would result in inflation-~a 
dangerous general rise in prices. The effects of such 
a policy would be: (1) to increase the cost of the war 
to the government; (2) to work injustices and hard- 
ships upon creditors, upon those persons and institu- 
tions relying on relatively fixed incomes, and upon 
wage earners in so far as wage increases tend to lag 
behind profits and a rising cost of living; and (3) to 
lead to a post-war period of deflation and economic 
collapse in which even those who gained during the 
inflationary period would be losers."* If inflation is to 
be avoided the Federal Government must finance its ex- 
penditures in the main by diverting current money 
income from private spending (and perhaps to some 
extent by encroaching upon accumulated capital). 
The tax-series notes issued in 1941 and 1942 have been 
designed, in the light of past experience, to avoid infla- 
tionary pressure by trying to borrow as much as pos- 
sible of additional funds from sources other than 
commercial banks.** For this reason the new tax- 
series Treasury notes, in contrast to similar borrow- 
ing in the past, are made attractive only to taxpayers 
rather than to the banks and investors generally. 
Probably the most direct purpose of the present type 
of tax-anticipation notes was that of assisting the tax- 
payers to accumulate funds for paying the higher in- 
come taxes required by the war program.’® Federal 
income taxes tend to be paid out of the current year’s 
income for tax liability incurred on income earned in 
the preceding year. Frequently the income on which 
the tax is due has been spent, and the taxpayer has 
difficulty raising the necessary funds for payment. 





8 The credit contrivances employed in World War I are still 
available for exploitation, namely: (a) redeposit of borrowed funds 
in depositary banks until required for public expenditure; (b) per- 
missive payment by credit on the part of lending banks; (c) reduc- 
tion of reserve requirements or exemption of government deposits 
held by depositary banks from reserve requirements; (d) rediscount 
facilities of member and non-member banks for themselves and 
their customers with the Federal Reserve Banks. See: Hollander, 
op. cit., p. 125. Whenever pressure for government funds becomes 
urgent it may be expected that some or all of these methods will 
be increasingly employed. 

4Cf, E. A. Goldenweiser, ‘‘Inflation,’’ Federal Reserve Bulletin, 
April 1941, pp. 291-3. 

% Gunhild Anderson, ‘‘United States Savings Bonds and Tax An- 
ticipation Notes,’’ Federal Reserve Bulletin, September, 1941, pp. 
875-7. 

16 See press release dated July 3, 1941, in which Secretary Morgen- 
thau made initial mention of the tax-savings plan. Commercial and 
Financial Chronicle, July 5, 1941, p. 37. Cf. Roy Blough, ‘‘The 
Fiscal Situation,’’ Proceedings, National Tax Association (19+!) 
Pp. 234. 
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This is particularly true when the levy of the tax is 
increased retroactively with respect to some of the 
income earned, as was done by the Revenue Act of 
1941, for in this case the required tax payment is 
larger than was anticipated in the earning period. 


The plan to help taxpayers budget and save current 
income for the prepayment of future income taxes by 
investing in tax-anticipation notes tends also to fur- 
ther an anti-inflation program. To the extent that tax- 
series notes have been accumulated there will be no 
difficulty in discharging tax obligations when due, and 
therefore borrowing from commercial banks (and 
concomitant deposit creation) to meet tax payments, 
as is frequently the case, will be obviated. The tend- 
ency to increase spending is especially pronounced in 
a period of rising prices, increasing economic activity, 
and augmented incomes. Furthermore, the inflation- 
ary pressure of greater spending out of increasing in- 
comes is not as adequately relieved by taxes computed 
upon the lower incomes of the preceding year as it 
would be if the government could draw off immedi- 
ately the amounts of taxes accruing on current in- 
come.? The prepayment of taxes through tax-antici- 
pation notes overcomes this lag in revenue collection 
and operates to curtail more promptly the amount of 
current income available for private spending. 


The sale of the present tax-anticipation notes also 
operates to speed the receipt of tax revenues into the 
Treasury. But this in itself is probably a minor ad- 
vantage, for if it were not deemed undesirable to bor- 
row from the commercial banks, a smooth flow of 
funds into the Treasury could be obtained by borrow- 
ing in the money market in anticipation of tax re- 
ceipts at a cost probably no greater than that incident 
to the tax-series notes now employed. 


T HE new tax-anticipation notes were first announced 
for sale by the Treasury on August 1, 1941."* Two 
types were offered during the latter part of 1941, re- 
spectively designated Treasury Notes of Tax Series 
A-1943 and Treasury Notes of Tax Series B-1943. 
Both series matured August 1, 1943, and were not call- 
able before that date. Both were acceptable at par and 
accrued interest in payment of any federal income 
taxes (current and back personal and corporation 
taxes and excess profits taxes). The Series A notes 
were designed to appeal particularly to the smaller 
taxpayers and were issued in denominations of $25, 
$50, and $100. The amount of this series which was 
acceptable in payment of income taxes by any one 


“Cf. Walter W. Heller, ‘‘Collection Methods Appropriate to the 
Wartime Use of Incomes Taxes,’’ Financing The War (Philadelphia: 
T:x Institute, 1942), pp. 203 and 208. See also: Gunhild Anderson, 
“United States Savings Bonds and Tax Anticipation Notes,’’ Fed- 
eral Reserve Bulletin, September, 1941, pp. 875-7. 

18 See United States Treasury Department, Circular No. 667 (1941). 
A description of the tax-series notes is also given in ‘‘The Tax Sav- 
ings Plan,’’ Federal Reserve Bulletin, August, 1941, pp. 729-31. 
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taxpayer in any twelve-month period was limited to 
$1,200. The rate per cent of return upon these notes 
was not expressed. Instead the interest thereon was 
computed to accrue in the amount of 16 cents per 
month on each $100 note, 8 cents per month for each 
$50, and 4 cents on each $25 note, if the notes were 
used to pay taxes. This amounts to a return of ap- 
proximately 1.92 per cent a year. The uncommon 
method of computing interest was adopted to facilitate 
determination of the value of the notes when pur- 
chased by the investor and when used in payment of 
taxes. For this purpose a schedule of values is printed 
on each note. 


AX SERIES B notes were issued in denominations 

of $100, $500, $1,000, $10,000 and $100,000, and any 
amount of these notes may be presented by their 
owner in payment of federal income taxes. The rate 
of return on these, if used for tax payment, is approxi- 
mately 0.48 per cent, but it also is stated as 4 cents 
a month for the $100 notes, 20 cents a month for the 
$500 denomination, etc., and the schedule of values 
is printed on each note. 


The notes may be purchased by making application 
to the Treasury or to the Federal Reserve Banks and 
Branches. They are essentially a “tap” issue. Ordi- 
nary banking institutions are not authorized to sell 
the notes, but they may submit applications for their 
customers to the official agencies. The notes are sold 
at par plus accrued interest. The Secretary of the 
Treasury, however, reserves the right to reject any 
applications if he feels such action is in the public 
interest. 

The notes may be tendered in payment of taxes at 
any time after three months from the date of pur- 
chase, subject only to the limitation that not more 
than $1,200 of the principal amount of Series A notes 
may be used in one year. Since the notes have a 
maturity of two years, taxpayers may, if they wish, 
invest in anticipation of their taxes for both of the 
following years. 

As an investment the tax series notes appeal only 
to taxpayers, for they have no yield unless used in 
payment of taxes. Series A notes may be redeemed 
for cash at or before maturity without advance notice, 
while Series B notes may be redeemed before maturity 
only after 60 days from the date of issue and upon 
thirty days’ notice, but in any case the redemption 
value is only the price paid for the notes. Payment 
of a note at maturity or on prior redemption is made 
only by the Federal Reserve Bank of issue. If de- 
sired, partial redemption of notes may be made. 

The notes are not transferable,’® nor are they eligi- 
ble as collateral. While the notes are not registered, 





2 One exception to this is noted, infra. 
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they do bear the name and address of the purchaser 
so that a tax collector can compare the name on the 
notes with that on the tax return. Hence, the tax- 
series notes have none of the usual advantages of 
money substitute to their holder except for the pre- 
payment of taxes. Further, the income derived from 
the notes is subject to all federal taxes, and the notes 
are subject to estate, inheritance, gift or other excise 
taxes of both State and Federal Governments. 


The tax-savings program had an auspicious start 
on August 1, 1941, when the first notes were sold to 
President Roosevelt by Secretary Morgenthau. The 
President purchased twelve of the $100 denomination 
of Tax Series A-1943 notes.?® Within the first four 
days of the offering an amount of $51,000,000 of the 
tax notes was sold.*!. The trend of the future sales 
was indicated, however, when it was revealed that 
one corporation had purchased in Series B-1943 notes 
$17,000,000 of this total. Because of the unexpected 
heavy demand for the notes by corporations, the 
Treasury decided to issue the Series B tax notes in the 
additional denominations of $500,000 and $1,000,000. 
Later, on October 22, Secretary Morgenthau approved 
an amendment to the nontransferability provision per- 
taining to the tax series. A parent corporation was to 
be permitted to buy tax notes and subsequently to 
transfer them to subsidiaries.** 


N JANUARY 1, 1942, a new issue of the Treasury 

tax-savings notes was placed on sale, designated as 
Tax Series A-1944 and Tax Series B-1944.** These notes 
mature January 1, 1944, and are similar to the 1943 
series in their essential particulars, with the two fol- 
lowing exceptions: First, the 1944 series are accept- 
able in payments of federal estate and gift taxes as 
well as income and excess profits taxes. Second, to 
the Series A notes are added the denominations of 
$500 and $1,000 in order to accommodate the larger 
taxpayers. It apparently is the intention of the Treas- 
ury to issue two series of a similar nature each Janu- 
ary | hereafter so that the taxpayer continuously will 
have open to him this means of prepaying his tax 
obligations.** 

In press releases prior to the sale of the tax-series 
1943 notes, Secretary Morgenthau announced that the 
plan was “to make it easier for taxpayers, large and 
small, to meet the unprecedented tax bills.” ?> And 
the explanation of the tax-savings plan in the Federal 
Reserve Bulletin emphasized the importance of the 
notes to the relatively small income taxpaver by sug- 





* Commercial and Financial Chronicle, August 9, 1941, p. 773. 
1 Ibid. 


2 Press Service No. 28-3. A parent corporation was defined as one 


owning 50 per cent of the stock, with voting power, of another ~ 


corporation. 


23 United States Treasury Department, Circular No. 674 (1941). 
2% See Federal Reserve Bulletin, August, 1941, p. 729. 
*% Supra, note 16. 
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gesting that $125 might be accumulated month by 
month during 1941 for payment of taxes due in 1942. 
Actually the tax anticipation plan seems to have been 
of little avail to taxpayers in the low income brackets. 
Table I, reproduced from the July, 1942, Bulletin of 
the Treasury Department, gives the sales of tax notes 
by series and denominations for the period from 
August 1, 1941 to June 30, 1942. During this time a 
total amount of $4,156,200,000 has been loaned to the 
Treasury by tax-anticipating investors. Of this total, 
he wever, only $72,100,000 have been of Series A. This 
‘mount is 1.7 per cent of the total tax notes sold. 

For any personal income taxpayer with a net tax- 
able income of less than $10,000 a year, under the 
existing income tax laws (Revenue Act of 1941), 
Series B notes would have practically no appeal be- 
cause a full $1,200 allotment of the Series A notes 
would discharge virtually all of his income tax lia- 
bility.2° Those individuals, partnerships, and taxable 
fiduciaries who fall within this income class com- 
prise a great majority of all personal income taxpayers. 

The latest available statistics of income for returns 
filed in the period January through June, 1941, indi- 
cate that 98.4 per cent of the 14,409,626 personal in- 
come tax returns filed were for net incomes of less 
than $10,000.27 Further, this class of personal income 
taxpayers represented 85.2 per cent of the total per- 
sonal net income of $36,231,054,000 reported for 1940. 
Since the lowering of exemptions by the Revenue Act 
of 1941 brought many new taxpayers into the lowest 
income brackets, the proportion of the total number 
of returns filed and of total net income represented by 
persons with less than $10,000 net income probably 
was larger for returns filed January-June, 1942. It 
seems evident that if this group, which constitutes 
by far the greater part of personal income taxpayers, 
were using the tax-savings plan, they would invest in 
Series A. And yet the total amount of Series A notes 
sold has been relatively insignificant. 

Even the comparatively small amount of Series -\ 
notes sold does not seem to represent tax savings by 
this large group of personal income taxpayers. As 
will be observed from Table III, infra, more than one- 
eighth of this series of notes has been sold to corpo 





26 Net income is taken before personal exemptions and exemptions 
for dependents are subtracted to compute tax liability but after 
such deductions as state and local taxes, losses, bad debts, and 
contributions to church and charity. On this basis a single person 
with no dependents and a net income of $10,000 would pay $1,493 
tax, a married person with no dependents and $10,000 net income 
would pay $1,305, and a married person with two dependents and 
the same net income would pay $1,117 tax. In contrast, upon a 
net income of $3,000 a year a single person with no dependents 
would pay $221 tax, a married person with no dependents, $133. 
and a married person with two dependents $38. Purchasers of ‘ax 
notes probably leave themselves a margin and do not invest to the 
full extent of their expected tax liability since there is no yi-!d 
upon the notes if they are not used in tax payment, and since it is 
the value of the note including accrued interest that is used in tax 
payment. 

77 United States Treasury Department, Statistics of Income for 
1940, Part 1, Preliminary Report (1942), p. 16. 
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rations. And those notes which have been purchased 
by individuals appear to have been taken, for the most 
part, by persons in the higher income brackets. Of 
the Series A notes sold in the first month of issue, 
92.0 per cent were in the highest available denomina- 
tion, namely $100. Since January, 1942, the Series A 
notes have been sold also in denominations of $500 
and $1,000, and in recent months about one-fifth of 
all Series A notes sold has been of the $1,000 denom- 
ination and more than one-tenth, of the $500 type. 
Only $2,900,000 or 4 per cent of the Series A notes 
has been sold in denominations of $25, and only 
$4,200,000 or 5.8 per cent in $50 notes. Thus, only the 
inconsiderable proportion of 0.17 of 1 per cent of the 
total tax anticipatory borrowing for this whole period 
has been from purchasers of $25 and $50 tax notes. 
What is more, some of these small denomination notes 
must have been taken by the large taxpayers for the 
sake of convenience. 

It seems likely that many of those taxpayers who 
have purchased Series B notes would also take their 
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full allotment of Series A for the reasons: first, that 
the yield on Series A is four times that on Series B 
notes, and, second, that the Series A notes are more 
liquid, being redeemable without notice. This as- 
sumption appears to be borne out by tlie data in 
Table I. In the first month that the tax-series notes 
were offered, not only were the sales of Series A notes 
heavier than at any subsequent time, but also both 
the proportion taken of the largest available denomina- 
tion to total sales of Series A and the proportion taken 
of Series A by corporations ** were greater than either 
has been since. This suggests that a number of large 
investors purchased their quota of the Series A notes 
within the first month. 

For these various reasons it may be concluded that 
the so-called tax-savings plan has not been effective in 
advancing to the Treasury any appreciable funds from 
the vast majority of personal income taxpayers. Very 
few individuals in the low income classes have used 





% ‘Sales of Tax Series Notes, Table 3.’"’ Bulletin of the Treasury 
Department, July, 1942. 


TABLE I 
Sales of Tax Series Treasury Notes, Classified by Denomination 
August 1, 1941—June 30, 1942 
Sales in millions of dollars at par 


Total all 
Month denomi- Denomination 
nations $25* $50? $100 $500 * $1,000 ? $10,000 * $100,000* $500,000* $1,000,000 * 
Series A 
1941 
August . 19.7 6 8 18.3 
September 71 3 4 6.3 
October : 5.8 3 4 5:1 
November 4.1 a 3 3.5 
December 5.8 S 5 4.9 
1942 
January 6.1 2 3 4.1 a 9 
February KR 1 z 2.0 a 6 
March 5.4 2 PS 3.3 6 1.0 
\pril . 4.6 a a 2.8 5 9 
May ...... §2 z eS 2.9 6 Lz 
June 5.1 2 io 2.9 6 1.1 
otal 72.1 2.9 4.2 56.2 3:1 57 
Series B 
1941 
August 1,074.9 Lz 2.9 275 120.5 374.9 63.0 485.0 
September 281.4 5 Le 12.7 44.8 103.2 28.0 91.0 
October 431.9 S 1.4 12.1 44.2 114.2 26.5 233.0 
November 316.2 2 1.1 iz 43.9 104.4 32.0 123.0 
December 339.8 9 aa 19.2 58.8 120.9 22.0 116.0 
1942 
January 221.6 6 2 121 39.8 71.8 19.0 77.0 
February 124.7 3 6 6.4 23.2 48.7 11.5 34.0 
March 231.9 a 1.1 10.9 33.4 74.5 31.5 80.0 
April 256.4 — 9 10.6 39.8 108.2 34.5 62.0 
May 390.1 6 i 12.0 52.9 122.4 43.0 158.0 
June 415.1 6 1.0 127 60.7 149.2 60.9 130.0 
Total 4,084.1 6.9 14.6 147.4 562.0 1,392.4 371.9 1,589.0 
Total 
both series 4,156.2 2.9 4.2 63.1 17.7 153.1 562.0 1,392.4 371.9 1,589.0 


Not sold in Series B. 
Not sold in Series A prior to January, 1942. 





3 Not sold in Series A. 
Source: Bulletin of the Treasury Department, July, 1942. Reports 
of gross sales. 
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Table I (Continued) 

Sales of Tax Series Treasury Notes, Classified by Denomination 
August 1, 1941—June 30, 1942 
Percentage distribution of sales 








Total all 
Month denomi- Denomination 
nations $257 $50? $100 $500 ? $1,000? $10,000* $100,000* $500,000* $1,000,000: 
Series A 
1941 
0 Re 100.0 3.1 4.2 92.6 
September ..... 100.0 4.5 5.8 89.7 
October ....... 100.0 ue 7.0 87.8 
November ..... 100.0 6.3 8.4 85.4 
December ..... 100.0 5.3 9.4 85.2 
1942 
January ....... 100.0 3.7 5.5 67.2 8.5 15.1 
February ...... 100.0 4.1 6.1 62.0 9.4 18.4 
ee ee 100.0 3.2 5.1 62.1 10.5 19.1 
EE a inh altars 100.0 3.6 5.8 60.1 10.6 19.9 
 vesiews een 100.0 3.4 5.7 S71 11.4 22.5 
OS eee: 100.0 3.5 5.7 57.0 12.4 21:3 
TOG .kkicces 100.0 4.0 5.8 78.0 4.3 7.9 
Series B 
1941 
August ........ 100.0 a ‘3 2.6 11.2 34.9 5.9 45.1 
September ..... 100.0 2 4 4.5 15.9 36.7 10.0 o2.2 
October ....... 100.0 Jl a 2.8 10.2 26.4 6.1 53.9 
November ..... 100.0 2 4 3.5 13.9 33.0 10.1 38.9 
December ..... 100.0 a 6 5.6 17.3 35.6 6.5 34.1 
1942 
January ....... 100.0 a 6 5.5 18.0 32.4 8.6 34.7 
February ..... 100.0 eS m, 5] 18.6 39.0 9.2 21.3 
March 100.0 io 5 4.7 14.4 32.1 13.6 34.5 
Oo) ree 100.0 ia BB, 4.1 #5.5 4i2 © 13.5 24.2 
Ee 100.0 a a 5 13.6 31.4 11.0 40.5 
aac aCeies 100.0 Jl P | 14.6 35.9 14.7 31.3 
ROU. occa. 100.0 er - 4 3.6 13.8 34.1 9.1 38.9 
Total 
both series.. 100.0 .07 a 1.5 4 3.7 13.5 33.5 9.0 38.2 








1 Not sold in Series B. 


the plan to budget taxes. And it is evident that few, 
if any, of those persons who by the recent lowering 
of exemptions have become liable for federal income 
taxes for the first time have saved out of current in- 
come to invest in $25 and $50 tax-anticipation notes. 

The negligible response by small personal income 
taxpayers to the tax-savings plan has been ascribed 
by Walter W. Heller to the method of sale and to 
the denominations of the tax-series notes.2® For the 
majority of personal income taxpayers the most con- 
venient means of obtaining these securities is through 
their local banks. But, as has been noted above, these 
institutions do not have a ready supply of tax-series 
notes, nor can they sell them, but can only transmit 


applications and cash therefor to a Federal Reserve 
Bank. 


“ 


. . . The local banks are given no incentive to stimulate the sale 
of the notes, in fact, they are not even reimbursed for their 
expenses in handling the applications, The taxpayer seeking 
to buy notes is, therefore, often confronted with either re- 
luctance or ignorance concerning this tax-anticipation device. 





2» ‘Collection Methods Appropriate to the Wartime Use of Income 
Taxes,’ in Financing the War (Philadelphia: Tax Institute, 1942), 
p. 216. 


2 Not sold in Series A prior to January, 1942. 





3 Not sold in Series A. 


“Moreover, a minimum denomination of $25 for these tax 
“siamps” falls far short of meeting the needs of the low-income 
groups, where advance budgeting of taxes is most urgent. 
Stamps should be easily available for direct purchase at fa- 
miliar stations, such as post offices; should range as low as 
$1 in face value; and should carry an attractive rate of 
interest.” ™ 


Since the leveling of these criticisms at selling meth- 
ods, the Treasury has attempted to overcome the de- 
fects, at least in part. Beginning in January, 1942 
defense savings stamps were accepted at face value 
in lieu of cash as payment for tax-series notes. By this 
means a taxpayer could accumulate as little as a 
few cents each day or week in order to prepay his 
taxes. In addition, on January 27, 1942, Secretary 
Morgenthau announced that the services of the lead- 
ing investment organizations of the country had been 
volunteered to acquaint investors with the tax-savings 
plan of the Treasury and also to aid in the sale of 
the notes.*? 

It may be doubted, however, that attempts will he 
successful to induce widespread anticipation of taxcs 





30 Ibid, 
%1 Press Service No. 29-95. 
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by voluntary purchase of tax notes in the low income 
levels unless a very attractive rate of interest is offered. 
In those instances where workers are now earning 
high wages for the first time in several years there is 
a strong tendency to enjoy the full consumption of 
incomes. Relatively few persons in these lower 
income classes keep accurate personal records or 
budget income for taxes. Where current income is 
saved, probably a yield considerably above 1.92 per 
cent would be required to impel investment in tax- 
series notes rather than the deposit of funds in sav- 
ings banks and postal savings where interest of 1.5 to 
2 per cent may be earned. The uncertainty of the 
amount of tax liability until the end of the year, the 
possible loss of yield if a contingency forced redemp- 
tion of tax notes, and the unfamiliarity with and 
minor inconvenience of tax-anticipation loans, are fac- 
tors militating against recourse to them by the small 
personal income taxpayer. 

With reference to the large income taxpayers, com- 
parisons of denominations sold are also notable. 
Table I shows that more funds have been borrowed 
by the sale of $1,000,000 Series B tax notes than of 
any other class. The $1,589,000,000 of these high- 
valued notes sold from August, 1941, through June, 
1942, represent 38.2 per cent of all the tax-anticipatory 
borrowing. If the $500,000 note sales are added to 
those of the largest denomination, the total is 47.2 per 
cent of all sales, and if the $100,000 sales are included, 
80.7 per cent. Sales of denominations of $10,000 or 
larger during this period totaled $3,915,300,000, or 
94.2 per cent of all the tax notes sold. 

To individuals and fiduciaries who must pay sub- 
stantial taxes upon incomes or estates and especially 
to corporations with large net incomes, the tax-antici- 
pation notes appear to have been an attractive invest- 
ment. Within these groups there is common observ- 
ance of sound accounting procedure, and provision is 
usually made for tax liabilities as they accrue. Hence, 
taxpayers of this sort were generally budgeting to 
meet tax payments before the inauguration of the 
Treasury’s tax-anticipation program. And they were 
glad to be able to obtain a secure investment for these 
savings which yielded some income. 

URING recent years the reserves accumulated from 

current incomes for substantial tax payments prob- 
ably have been kept to a considerable extent in the 
form of idle cash or bank balances.** From an ac- 
counting standpoint the reserve for taxes should be 
clearly identified with the deferred liability for which 
it is an offset, and the reserve must be in liquid form 
when the taxes are due.** In this respect the tax 





32 See ‘‘Treasury Bills and Certificates as Outlets for Idle Funds,’’ 
Federal Reserve Bulletin, July, 1942, p. 631. 

33 For a discussion of accounting aspects of tax-anticipatory bor- 
rowing see: ‘‘Accounting for United States Treasury Tax Notes,”’ 
The Journal of Accountancy, February, 1942, pp. 160-1. 
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reserves differ from reserves to offset the depreciation, 
obsolescence, or depletion of assets, for these latter 
reserves may be reinvested in the business in a more 
or less permanent form. Opportunities are rather 
limited for temporary investment in securities which 
assure the liquidity of the funds without loss when 
needed for tax payment. The yield obtaining on the 
open market within the last few years probably has 
been insufficient to induce some of the large taxpayers 
temporarily to invest their accumulated tax funds. 
Table II shows the money rates prevailing in the New 
York City open market from August, 1941, to June, 
1942. At no time has the yield on United States 
Treasury bills been as much as the approximate 
0.48 per cent rate on Series B tax notes. Also, when 
the market rate of return was only 1 per cent per 
annum or less, the cost and inconvenience of negotiat- 
ing loans and the estimated risk of loss and illiquidity 
may have deterred many individuals and corporations 
from investing tax reserves in prime, commercial 
paper or stock exchange loans. 


TABLE II 


Open-Market Short-Term Money Rates in New York City 
August, 1941—June, 1942 
(Per cent per annum) 


Prime Stock 
Year, month commercial exchange U.S. Treasury 
or week paper 4 to6 call loan 3-month 
months * renewals? bills* . 
1941 Average ...... 54 1.00 103 
a 50 1.00 .108 
September ......... 50 1.00 055 
Cee ........... 50 1.00 .049 
November ......... 50 1.00 242 
December ......... 56 1.00 298 
1942 
ae 56 1.00 214 
February .......... 63 1.00 250 
Se 63 1.00 212 
Seer 63 1.00 .299 
ctl anda e 4c, 63 1.00 364 
Week ending 
ere 4% 1.00 366 
SE Sie si kciesiseh aes K-H 1.00 362 





Source: Federal Reserve Bulletin, July, 1942. 

1 Monthly figures are averages of weekly prevailing rates. 

2 The average rate on 90-day stock exchange time loans was 1.25 
per cent during the entire period. 

2 Rate on new issues offered. Bills since March, 1941 have not 
been tax exempt, 


In support of the view that much of the funds ac- 
cumulated for tax reserves prior to August 1, 1941, were 
in idle balances may be adduced the fact that the large 
income taxpayers responded with alacrity to the offer 
of tax-series notes. The unusually heavy sale of 
Series A notes in August, 1941, has been indicated 
above. In addition, within the first month of sale (see 
Table I) $1,043,400,000 of notes were taken in denom- 
inations of $10,000 or greater. This is more than one- 
fourth of all the tax-series loans for the full eleven 
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months. Included in these large tax loans for August, 
1941, was the sale of 485 of the $1,000,000 notes, which 
was more than twice as much as has been loaned in 
this denomination in any subsequent month. 

The value of the Treasury’s tax-savings plan to 
fiduciaries of large estates is suggested by the follow- 
ing quotation from the January, 1942, issue of Trusts 
and Estates: 


“In a period of contracting opportunity for ‘safe’ invest- 
ment of estate funds, a new field is most welcome... . These 
new notes should prove useful to individuals making gifts but 
particularly useful to executors and administrators of estates 
who generally have had difficulty in investing funds raised for 
the payment of estate taxes in absolutely riskless securities, 
and meanwhile to obtain a comparatively satisfactory return. 
It is not easy, for example, to earn interest charges such as 
that of 3% of 1% required to be paid by corporate fiduciaries 
under New York law on trust cash balances, where short term 
investment can be readily redeemed at par. Use of these notes 
should also stimulate the early liquidation of that part of 
estate assets which are estimated as required for tax payments, 
delay in which has sometimes proved costly.” ™ 


TABLE III 


Gross Sales of Tax Series Notes Classified by 
Type of Purchaser 


August 1, 1941—June 30, 1942 














————- Type of Purchaser _ 
Individuals, 
Series partnerships 
& fiduciaries Corporations Total 
Series A 
Sales in millions of dollars 
at par 63.0 9.1 F2.1 
Percentage distribution of 
sales 87.4 12.6 100.0 
Series B 
Sales in millions of dollars 
at par 339.5 3,744.6 4,084.1 
Percentage distribution of 
sales 8.3 91.7 100.0 
Both Series 
Sales in millions of dollars 
at par 402.5 3,753.7 4,156.2 
Percentage distribution of 
sales 9.7 90.3 100.0 


Source: Bulletin of the Treasury Department, July, 1942. 


Table III, adapted from the Bulletin of the Treasury 
Department, presents a summary of the data pertaining 
to tax-series note sales classified by type of purchaser. 
There are two classes of purchasers, one consisting of 
individuals, partners, and fiduciaries and the other of 
corporations. Of the total amount of tax-anticipation 
notes sold during the eleven months ending June 30, 
1942, 90.3 per cent has been purchased by corporate 
taxpayers. The proportion of all series taken each 
month by corporations has varied from approximately 
94 per cent to 71 per cent.*> The highest percentage 
taken by individuals and fiduciaries in any one month 
was in January, 1942, when the first tax notes eligible 
for estate and gift tax payments were sold. This 





*P. 85. 


% For detail see ‘‘Tax Series Treasury Notes, Table 3.’’ Bulletin 
of the Treasury Department, July, 1942. 
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unusually large proportion of total sales to individuals 
and fiduciaries reflects chiefly sale of Series B notes, 
The anomaly is probably attributable, in part to 
heavier sales to persons responsible for the discharge 
of estate taxes, but chiefly due to the failure of corpo- 
rations to buy their ordinary volume of tax Series B 
notes. 


TABLE IV 


Redemption of Tax Series Notes August 1, 1941—June 30, 1942 
and Amount Outstanding June 30, 1942 














Received Amount 
Series for Cashre- Total re- out- 
taxes demptions demptions standing 
Series A 

Millions of dollars 

at par - os.’ 166 8 17.4 54.8 
Percentage distribu- 

tion 95.6 4.4 100.0 


Series B 
Millions of dollars 


OS OOF .......6.1 8s 19.9 1,107.0 2,959.7 
Percentage distribu- 

tion ..... 98.2 1.8 100.0 

Both Series 

Millions of dollars 

i: 1,103.7 20.7 1,124.4 3,014.5 
Percentage distribu- 

tion 98.2 1.8 100.0 





Source: Bulletin of the Treasury Department, July, 1942. 


Of the Series A notes, corporate taxpayers have 
taken a smaller proportion. In the first month tax 
notes were offered, sales of this series to corporations 
were 18.8 per cent of all Series A sales. Since that time. 
corporations have taken a smaller percentage of the 
Series A notes, ranging from 14.5 per cent in Novem- 
ber, 1941, to 7.9 per cent in April, 1942, and for the 
eleven-month period, corporation purchases of the 
series have been 12.6 per cent. In view of the much 
greater dollar volume of Series B sales, however, the 
percentage distribution of sales of Series A notes pro) 
ably is of slight significance. The preponderant part 
of all tax-anticipation borrowing has been from 
corporations. 

The extent to which tax-anticipation notes have 
been redeemed both for taxes and for cash, during the 
first eleven months of sale, is shown in Table IV." 
Total redemptions during the 1942 fiscal year 
amounted to approximately $1,124,400,000, 98.2 per cent 
of these being for taxes and only 1.8 per cent for cash. 
In comparison with the total tax-anticipatory borrow 
ing from August through June, redemptions were 
27.1 per cent of all tax notes sold. Only the negligible 
proportion of .5 of 1 per cent of the total sales ha- 
been returned to the Treasury for cash. A comparison 
of redemptions by series (Table IV) with the sales of 
each series (Table I) shows that 27.1 per cent of the 
Series B notes has been redeemed, which is a slight]; 





on For further details see ‘“Tax Series Treasury Notes, Table 4.’’ 
id. 
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larger proportion than the 24.1 per cent redemption of 
Series A. This suggests perhaps a slight tendency to 
hold the Series A notes longer as an investment. The 
proportion redeemed for cash, however, was some- 
what larger for the more liquid Series A (1.1 per cent) 
than for Series B (0.5 per cent). On the whole, the 
tax-anticipation notes seem to have been purchased 
conservatively as a tax-paying medium, and compara- 
tively few investors have been forced or thought it 
advisable to redeem their tax notes for cash. 


TABLE V 


Estimated United States Treasury Receipts in the Fiscal Years 
1942 and 1943 from Income, Estate, and 
Gift Taxes 
(In millions of dollars) ° 





Estimated 
1942? 1943? 


Type of Tax 





Income taxes 
Corporation (inculding excess profits taxes) 

Current TORO rR: . 3,467 7,003 

Back Seton, 188 244 


sailors ee 7,247 





Total corporation 





Individual 





Current er sens 3,070 4,624 
Sack RP IAEA sean aeciceer: 122 160 
Total individual Rene 3,192 4,784 
Total income taxes PA eae ee . Aaa 12,031 
Estate aid: Silt taxes. . 2. cece ces cweras 510 531 
Total taxes payable with tax series notes 7,452* 12,562 


‘From Annual Report of the Secretary of the Treasury for Fiscal 
Year Ended June 30, 1941, p. 71. 

* Revised budget estimate as of April, 1942, from a letter from 
Division of Research and Statistics, United States Treasury Depart- 
ment. 

Including only one-half receipts from estate and gift taxes dur- 
ing fiscal 1942. 


The proceeds from the sale of tax-series notes are 
treated by the Treasury as public debt receipts and 
not as anticipations of the taxes for which the notes 
may be subsequently tendered. For this reason it is 
difficult to make a meaningful comparison of sales of 
the tax notes with the estimated receipts from par- 
ticular taxes. Table V presents available estimates 
of the receipts from income, estate, and gift taxes for 
fiscal 1942 and 1943. Income tax payments during 
fiscal 1942 are for tax liability upon income earned 
partly during the 1940 calendar year, partly during 
the calendar year of 1941, and possibly on some income 
earned in calendar 1942 by taxpayers having their 
twelve-month accounting period closing early in cal- 
endar 1942, A similar overlapping of earning periods 
and tax paying dates applies to the Treasury’s 1943 
fiscal year. On the other hand, investment in tax 
series notes during the 1941 calendar year may be in 
anticipation of tax obligations becoming due in 1943 
as well as 1942. Nevertheless, by comparing the data 


pertaining to tax notes and the expected yields of taxes 
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that may be discharged with the notes, a general idea 
can be obtained of the relative amounts of tax 
anticipation. 


During the last five months of 1941 when tax series 
notes were available for prepayment of corporate and 
personal income taxes, approximately $2,307 ,900,000 
of these notes were sold to corporations and 
$178,800,000 to individuals.27 These amounts are re- 
spectively 58.7 per cent of corporate income taxes 
collected in fiscal 1942 and 5.6 per cent of fiscal 1942 
personal income taxes. The combined amounts were 
34.8 per cent of total income taxes. Thus corporate 
taxpayers in these five months invested nearly three- 
fifths as much as their tax payments for the 1942 fiscal 
year. But the response from individuals was rela- 
tively small. Even most of the large personal income 
taxpayers did not use the Treasury’s tax-saving 
scheme. Statistics of Income for 1940 ** indicate that 
individuals with net incomes of $10,000 or more paid 
78 per cent of all personal income taxes. While the 
proportion of total personal income taxes paid by this 
group under the Revenue Act of 194i may have been 
somewhat lower, the contrast with the small amount 
of personal income taxes anticipated still would be 
striking. 


NOTHER interesting comparison is that between 

public debt receipts from tax-anticipation borrowing 
for the year ending June 30, 1942, and receipts during 
the same period from taxes for which tax series notes 
are eligible as payment. For this purpose, although 
the amount is comparatively inconsequential, half of 
the estate and gift taxes collected in the period were 
regarded as payable with tax notes purchased by indi- 
viduals or fiduciaries. On this basis an amount equal 
to 55.7 per cent of the $7,452,000,000 tax receipts was 
loaned to the Treasury (see Table III). Sales of tax- 
anticipation notes to corporations were equal to 
94.9 per cent of their estimated tax payment in this 
period. But sales of tax notes to individuals, partner- 
ships, and fiduciaries were equivalent to only 11.8 per 
cent of personal income, estate, and gift tax payments. 


Since the full additional yield from the Revenue Act 
of 1941 is not reflected in the 1942 fiscal year receipts, 
and since taxes on the generally higher incomes earned 
in 1942 are not due until 1943, it may be more appro- 
priate to compare sales of tax-anticipation notes in 
fiscal 1942 with tax receipts for fiscal 1943. Total 
purchases of tax series notes for the year ending June 
30, 1942 were equivalent to 33.1 per cent of the ex- 
pected yield during the ensuing twelve months from 
income, estate and gift taxes. On a similar basis in- 
vestment of corporations in these notes was equal 
to 51.9 per cent of their estimated subsequent tax pay- 





31 Bulletin of the Treasury Department, January, 1942, p. 27. 
3% Supra, note 27. 
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ments. Individual and fiduciaries invested tax sav- 


ings with the Treasury in an amount which was 7.6 per 
cent of their estimated taxes for fiscal 1943. 


Of course, as has been observed above, 27.1 per cent 
of the tax series notes purchased prior to June 30, 1942, 
were also redeemed before that time. Thus only 
$3,014,500,000, the amount outstanding at that date, 
may be regarded strictly as anticipating tax payments 
due in the 1943 fiscal year. This investment is about 
one-quarter of the total estimated yield from all the 
taxes for which the tax notes are acceptable. (See 
Table IV.) It has been estimated by the Treasury 
that the net sales of tax anticipation notes (i. e. after 
deduction of redempt:ons) during the fiscal year of 
1943 will amount to about $1,200,000,000.°° According 
to this estimate, roughly $4,200,000,000 of the tax 
series securities will be outstanding on June 30, 1943. 
An apportionment of these carry-overs between 
amounts of tax-anticipation notes held by corporations 
and by individuals or fiduciaries is not at this writing 
available. But it is highly probable that the predomi- 
nant share on both June 30, 1942, and June 30, 1943, 
was and will be that of corporate purchasers. 


ROM this detailed discussion it is apparent that the 

support the tax-savings scheme has given to the gov- 
ernmental anti-inflation program has been virtually 
nil. In the first place, the total amount of tax loans 
obtained from individuals has been a trifle compared 
to the “inflationary gap.” The Office of Price Admin- 
istration estimated in April, 1942,*° that at the then 
existing rate individual incomes would total $117 
billion in the 1942 calendar year. Of this total, 
an estimated $31 billion would be saved or used to 
discharge current personal taxes, leaving $86 billion 
to be spent by individuals. The supply of goods and 
services available for civilian use, however, would 
amount to only $65 billion if computed at 1941 prices 
($69 billion if allowance were made for price advances 
prior to April 1, 1942). Thus during 1942 there will 
be an excess of purchasing power of $21 billion in the 
hands of individuals, which is being, and will continue 
to be, utilized to bid up the prices of the available sup- 
ply of commodities and services until effective counter 
measures are employed by the fiscal and monetary au- 
thorities. Aggregate sales of tax series notes to indi- 
viduals from August 1, 1941, to June 30, 1942, were 
equivalent to less than 2 per cent of this estimated gap 
between individuals’ purchasing power and available 
goods and services for civilians. 

Even the minor volume of tax-anticipatory borrow- 
ing from individuals was not appreciably from the 
mass of the people who exert most of the upward pres- 
sure upon the general price level. The rates of the 





*® Data were given in a letter from the Division of Research and 
Statistics, United States Treasury Department. 
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present federal income tax (Revenue Act of 1941) in 
the lower income brackets are woefully inadequate as 
a means of diverting funds from private to govern- 
mental expenditure. It will be recalled that of the 
total personal net income reported to the Bureau of 
Internal Revenue for 1940, 85.2 per cent consisted of 
net incomes of less than $10,000, but this large group 
paid only 21.9 per cent of federal personal income 
taxes.*1 This group and those persons with even 
smaller net incomes, who do not file income tax re- 
turns, do most of the private consumption spending. 
A typical estimate, for example, is that 73.6 per cent 
of the annual consumption expenditures in 1941 was 
made by consumer units (family and single) which 
received incomes of less than $3,000 per year, and close 
to 90 per cent of the total was spent by those consumer 
units receiving less than $10,000 a year.*? The exist- 
ing federal net income tax does not significantly cur- 
tail the private spending of these groups. In addition 
such federal taxes as are paid on these lower incomes 
have not been anticipated by investment in tax notes 
to any considerable extent. 

What is more, the bulk of the tax-anticipation bor- 
rowing that has been done by the Treasury probably 
has had as great an inflationary effect as if it had 
been borrowed from the commercial banks. Those 
large income and estate taxpayers, chiefly corporate, 
who have purchased most of the tax-series notes must 
accumulate liquid balances to meet their tax obliga- 
tions when due. These accumulations to a substantial 
degree have been in the nature of relatively idle bal- 
ances of funds. On one hand the Treasury may tide 
itself over the period between necessary expenditures 
and the receipt of forthcoming tax revenue by bor- 
rowing from the banks. The total quantity of money 
is presumably increased by the extension of bank de- 
posits. At the same time, the large taxpayers, par- 
ticularly corporations, are building up tax reserves 
from current income in the form of bank balances or 
cash hoards. Now, on the other hand, the Treasury 
may borrow these accumulated tax savings from the 
taxpayers. By utilizing these relatively idle accumu- 
lations the Treasury is not effecting an increase in the 
quantity of*money, but the velocity of circulation of 
existing money is accelerated. The practical effect 
upon the stream of money payments (MV) is the same 
as if new money had been created. If, in the absence 


# Bulletin No. 1, April 28, 1942; reprinted in Federal Reserve Bul- 
letin, May, 1942. 


“1 Note 27, supra. 

42H. S. Bloch, ‘‘Where Tax Policy Is Needed,’’ Trusts and Estates 
April, 1942, p. 358. Cf. S. E. Leland, Financing World War IJ 
(New York: Public Affairs Committee, Inc., 1942), p. 22. 

It is also notable that the bulk of the recent increases in the dis- 
tributive shares of the national income has consisted of compensa- 
tion of employees and the net income of agriculture. Of the 17.‘ 
billions of dollars increase in 1941 national income over that of 
1940, 13.9 billions went to these two categories. Survey of Current 
Business, May, 1942, p, 12A. 

#4 Cf. A. H. Hansen, Fiscal Policy and Business Cycles (New 
York: W. W. Norton & Company, Inc., 1941), p. 171. 
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of the tax-series notes, the Treasury temporarily bor- 
rowed accumulated tax reserves through the use of 
Treasury bills or certificates of indebtedness, the 
effects would be the same. 


AX A CHECK to inflationary pressure the sale of tax- 
series notes could be effective only as it operated to 
induce taxpayers to reduce the volume of their current 
spending in order to prepay subsequent tax obliga- 
tions. In this respect the tax-savings plan has failed 
to achieve any perceptible success. Neither has it 
been efficacious in assisting the smaller taxpayers to 
save for increased taxes. The principal beneficiaries 
of the program have been those individuals and corpo- 
rations who have been receiving large taxable incomes 
and excess profits during 1941 and subsequently. 


A positive disadvantage of the tax-saving plan has 
been the part (perhaps minor) that it has played in 
obscuring the need for, and the delaying of, a really 
effective anti-inflation program. ‘The attention of 
fiscal authorities seems to have been directed to the 
tax-anticipation device (and to the similarly inade- 
quate voluntary sales of defense savings bonds) “ at 
a time when vigorous measures should have been pur- 
sued that were commensurate with the magnitude of 
the inflationary threat. To the extent that the tax- 
saving plan has contributed to the comfortable feeling 
on the part of administrators and Congressmen that 
something was being done to check inflation, it has 
been a drawback to a quantitatively significant and 
sound fiscal policy. 


It must be recognized that in a national emergency 
sound fiscal policy depends upon the establishment 
and enforcement of broad and pervasive rules and cer- 
tain restrictive measure in the general interest rather 
than upon the hope that individuals voluntarily will 
respond in a manner conducive to the national welfare. 
It appears that the preponderant part of the American 
people are wholeheartedly behind the current war 
effort, and that most of them are willing to undergo 
the sacrifices incident to much heavier taxation than 
politically-minded Congressmen suppose. Vigorous 
and statesmanlike leadership is needed to explain 
clearly the economics of the war situation to the peo- 
ple: namely, that there is no choice between whether 
or not everybody in the country with an income above 
a subsistence level must sacrifice, but only as to the 
distribution of that burden. The government is going 
to get the purchasing power for planes, tanks, ships 
and munitions now, and the people are going to go 


“ For the 13-month period May, 1941-May, 1942, sales of Series 
E, F, and G amounted to approximately $6,023,800,000 and of these 
$3,296,200,000 were of Series E which is designed for sale to per- 
sons in the lower income brackets. This latter amount compares 
unfavorably with the estimated ‘‘inflationary gap’’ and with the 
total amount of about $20,948,000,000 that the Treasury borrowed 
from May, 1941-May, 1942. Bulletin of the Treasury Department, 
June, 1942, pp. 23, 29-30. During the 1943 fiscal year it appears 
that the Treasury will have to borrow approximately $53,000,000,000. 
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without new automobiles, tires, gasoline, radios, re- 
frigerators , typewriters, silk hose, etc. now. The 
average American is ready and willing to do his bit if 
he sees plainly that his sacrifice is a part of a national 
effort. But the American people are not willing vol- 
untarily to convert the automobile industry to war 
production, to curtail their consumption expenditures, 
to restrain drastically their pleasure driving, and the 
like, when the choice confronting the individual is 
between his immediate desires and some abstract and 
not imperative social end. And this is especially true 
when the individual is not sure that his neighbors are 
making the same sacrifices. The continuance of demo- 
cratic government depends upon the ability of free 
people to reach a consensus as to sound policy for the 
general welfare and the efficient and successful prose- 
cution of that policy. In the military sphere, after 
a few fiascos, it has become recognized that in war 
the voluntary codperation on the part of citizen 
soldiers is ineffectual. But the lessons of war finance 
seem to be more difficult for administrators and poli- 
ticians to master. Endeavor is still being made to 
carry on a war with unprecedented expenditures with- 
out sufficient, direct and effective resort to the financial 
resources of the pzople who must bear the burden. 
There seems to be nearly complete agreement among 
students of public finance and economic advisors of 
the federal administration that there is urgent need to 
curtail materially the amount of individual incomes 
currently available for consumption expenditures.*® 
A heavy personal net income tax with collection at 
source for a substantial portion of the tax currently 
accruing seems an appropriate instrument for this 
purpose.*® An income tax collected at source is now 
being advocated by the Treasury, particularly by Ran- 
dolph Paul, special adviser to Secretary Morgenthau, 
but apparently this proposal has been temporarily re- 
jected by the House of Representatives Ways and 
Means Committee.*? If the war should continue for 
a number of years, however, ultimately some program 
of this general type probably will be adopted, for it is 
practically the only way in which most income tax- 
payers can be impelled to budget current income for 
tax obligations and the only way by which the federal 
income tax can be made a quick acting and sharp tool 
of fiscal policy. [Turn to page 633] 





4% See: Financing The War, a symposium of the Tax Institute, and 
the included bibliography; National Tax Association, Proceedings 
(1941); and recent issues of the Federal Reserve Bulletin, and Sur- 
vey of Current Business. 


# For suggestions of this and of a similar nature see: S. EK. Leland, 
Financing World War II (New York: Public Affairs Committee, 
Inc., 1942); W. W. Heller, op. cit.; H. L. Lutz, ‘‘A Current Basis 
for Income Tax Payment,’’ The Watch Dog, December, 1941, and 
“A Tax on Gross Income Payment To Individuals,’’ in Financing 
The War. 

41 Chicago Sun, June 20, 1942. For a discussion of Mr. Paul’s sug- 


gestions see ‘‘Income Tax Collection At Source,’’ Trusts and Estates, 
June, 1942, pp. 543-4. 















































Corporations Exempt from Income Tax 





By H. ARNOLD STRANGMAN™“* 


CORPORATION is not automatically exempt 
from income tax simply because it is not or- 
ganized or operated for profit. 

In order to be relieved of the duty of filing regular 
income tax returns and payment of tax, exemption 
must be established by filing an affidavit with the Col- 
lector of Internal Revenue of the district in which the 
corporation is located, setting forth the following data: 
(a) Character of the organization; (b) purpose for 
which organized; (c) actual activities; (d) sources of 
income; (e) disposition of income; (f) whether any 
income is credited to surplus, or may inure to the 
benefit of any private shareholder or individual ; 
(g) copy of the Articles of Incorporation ; (h) copy of 
the by-laws; (i) latest financial statements showing 
assets and liabilities, and receipts and disbursements. 


Qualifications for Exemption 

The two most important qualifications necessary to 
substantiate a claim for exemption are that the cor- 
poration be not organized or operated for profit, and 
that none of its income inure to the benefit of any 
shareholder or member. 


Types of Exempt Corporations 

Some of the most common types of exempt cor 
poration are religious, charitable, scientific, literary 
and educational organizations; community chests; 
chambers of commerce; boards of trade; social clubs: 
business and 
societies, etc. 

Treasury Decision No. 5125 dated March 5, 1942, 
provides that, effective for the calendar year 1941, 
“exempt” corporations shall file annual information 
returns, giving details of any changes that have been 
made in the method of operating (such as additional 
activities, etc.) ; changes in the Articles of Incorpora- 
tion or By-Laws; details of any distribution of cor- 
porate property made to any shareholders or members ; 
also statements of Assets and Liabilities and Receipts 
and Disbursements. 


civic leagues; fraternal beneficiary 


Is Exemption to be Eliminated ? 

A certain amount of speculation has probably arisen 
as to whether T. D. 5125 is the forerunner of elimina- 
tion of the exempt status from “exempt” corporations, 
and that this type of organization may shortly be 





* Tax Accountant, Los Angeles, California. 
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made subject to the regular corporation income tax. 
It may be of interest to consider the possible results 
of such a decision. 


Effects of Elimination of Exemption 

Perhaps the selection of a specific type of corpora- 
tion for consideration as to the effects of elimination 
of exemption may be as good a way as any in which 
to bring out certain pertinent factors. The “Endowed 
Institution” corporation offers rather a good example, 
as this type of organization normally derives its in- 
come from the assets comprising the endowment, e. ¢., 
bonds, stocks, mortgages, etc., the scope of activities 
being limited strictly to the extent of the income; and 
the trustees are charged with the primary responsibility 
of safeguarding and conserving the endowment assets. 

Inasmuch as income tax is assessed only on “net 
income” it is highly improbable that the amount of 
revenue obtained through subjecting “exempt” cor 
porations to income tax would warrant such a step 
as, under normal conditions, organizations should not 
experience a great deal of difficulty in adjusting their 
yearly operations so that there would be little, if any, 
resultant “net income” subject to taxation. 


Capital Gains 

Under existing regulations, exempt status is not in 
any way jeopardized if profits arise as a result of the 
sale of capital assets. Exemption is predicated upon 
the declared and established purpose and activities o/ 
the organization and not upon any concept of taxable 
income. Sources of income are, therefore, immaterial, 
provided the income is applied to the general purposes 
for which the corporation is organized. However, if 
“exempt” corporations were to be brought within the 
scope of income tax, it might well develop, where there 
was no normal “net income” subject to income tax, 
that as a result of changes in investment policies, etc.. 
there were substantial “capital gains” upon which 
income tax would have to be paid. 


Depreciation on Plant 


Some authorities hold that in the case of plant of 
institutions, colleges, etc., regardless of whether pur 
chased or donated, depreciation should be disregarded, 
on the grounds that while the plant continues to serve 
its purpose, its value is immaterial: that plant is not 
an income-producing asset : and that [Turn to page 619] 
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The Shoptalkers 


“If you want my opinion,” exclaimed the Kid, 
slamming down his pencil and tilting back in the 
chair, “we ought to send Doolittle over to collect, and 
he done with it! These Japs .. .” 


“Collect what?” interrupted Oldtimer. “Scalps? 
Good idea, but I am afraid the sons-of-heaven are 
pretty close-cropped around the ears. Just what are 
you talking about, anyway ?” 

“All right,” continued the Kid, “they are close- 
cropped. Ergo, make it a clean cut somewhere below 
the ears! More effective too. But what I was talk- 
ing about is this: In the spring of ’41 I was put on a 
case of doping out the income of this Jap import and 
export house. Never filed returns, for a good many 
years. Books generally incomplete or otherwise in 
a mess. 

“Some months later returns, of sorts, were filed for 
some of the years, and I started to dig back into earlier 
ones. In the meantime Ira got busy on the ones that 
had been filed. As you might expect he gave them the 
business, whenever there was any doubt, and half of 
the transactions were in doubt. Just couldn’t tell 
whether some deals were sales or transfers of money 
10 the head office when a sale, as such, was com- 
pleted, here or abroad, and so forth. The returns 
tiled were tentative, pending a round-up of more com- 
plete information. 


“Comes Pearl Harbor, and a little while later a 
90-day letter, along with a notice of lien that had been 
slapped on the assets. The Alien Property Custodian 
and the Federal Reserve had them sewed up any- 


way. Now what do vou do? Asa practical matter 
Doolittle . . .” 


ALKING SHOP 


“T know, I know,” said Oldtimer. “I see your point 
about Doolittle and all that, but this matter concerns 
itself with tax administration, not the strategy and 
execution of aerial warfare. We are fighting for our 
free institutions and our way of doing things. An 
important part of that is how we handle tax pro- 
cedure. You won’t help by throwing pebbles in the 
machinery. Better stick to the rules.” 

“Don’t tell me,” exclaimed the Kid, “that you would 
want to handle the case!” 

“No, I don’t think I would,” said Oldtimer. “But 
you have fooled with it since early last year. At this 
stage it doesn’t require much ‘handling’ and, every- 
thing considered, you ought to follow it through to a 
more logical stopping point than your file drawer. 
You have a 90-day letter. The next move is yours— 
to file a petition with the Board. Follow that up with 
a motion to put the case on the reserve calendar for 
the duration and, if granted, you'll have put the whole 
mess in the ice box until such time as we have taken 
their hide off and may or may not consider talking to 
them again. Nothing else you can do.” 

“Well,” rejoined the Kid, “I sort of hate bothering 
with it even that far. Sometimes I think that maybe 
the case ought to go by default. But I guess one can’t 
figure that way, either. The law doesn’t say what you 
do with a pending case of an enemy alien, and follow- 
ing it through to the next prescribed stopping point 
puts it on some one else to say what to do. Probably 
the thing to do, all right.” 

“You bet it is,” said Oldtimer. “Anything special 
that needs to be done will be done, no fear. The best 
way you can help in administering cases of that sort 
is to see that they get to where they are headed, as 
soon as possible, according to prescribed procedures. 
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Don’t take it upon yourself to go about it some other 
way, whatever the circumstances. Get your petition 
in and state all the facts, such as they are.” 


“Let you in ona little secret,” said the Kid. “That’s 
exactly what I did. But, between us, I’d sooner deal 
with those birds now over the sight of a Garand rifle, 
and I have some plans about that, too.” 


We'll come back to that later. 


We Decide Not to Remodel the Shop 


With zeal and ambition we started out to set up 
our own model of. the Shop. But our zeal vanished 
and our ambition weakened when we actually put our- 
selves to the task. We thought of the cocktail bar 
for liquor taxes, a gift shop for gift taxes, a beauty 
shop for cosmetics taxes, etc. But the income tax 
stumped us. The best we could fashion for it was an 
elevator marked “up only.” So the barriers are down, 
and shopping is unconfined by classifications. 


An Achievement in Annual Reports 


Congratulations are due Joseph V. O’Leary, Comp- 
troller of the State of New York, for a really stream- 
lined annual report on the state’s finances, including 
graphs and pictures. It is a thoroughly understand- 
able and very interesting presentation, which may well 
serve as a model for other states and for local govern- 
ments, not to mention various endowed institutions 
many of which, after months of labor, issue forth with 
a compendium that outwardly looks like the Manhattan 
telephone book, but between the covers contains a 
hodge-podge of irrelevancies, making anyone but the 
printer squirm in despair. 

Let’s have more of the intelligent reports and less 
of the stuffed ones. 


Drilling Contractor’s Expenses 


The Fifth Circuit’s decision in the Rowan Drilling 
Co. case (42-2 ustc | 9628) seems to make things 
pretty complicated. Says the court: “If the drilling 
contractor gets paid in cash, his expenses are de- 
ductible; but if he takes his pay in an interest in the 
oil in place, he is buying a capital asset and may not 
deduct his expenses.” 

All of which, as we see it, adds up to this: 

(1) The contractor taking his pay in an oil interest 
should not report the value of the interest as income 
because he is making a purchase. 

(2) If the oil driller is making a purchase the owner 
must be selling something. How is the owner’s profit 
or loss computed? 

(3) If the principle applies to drillers, what of pav- 
ing contractors who take their pay in warrants or 
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brokers who take their commissions in the securities 
they market? Are these persons really buying the 
warrants or securities? 

We prefer Judge Hutcheson’s dissent. 


Right of Offset on Renegotiations 


Many instances will arise under the renegotiation 
procedure for government contracts, where excess 
profits will be held returnable after an excess profits 
tax has been paid on them. What then? There has 
been some cogitating as to what steps should then be 
taken to recover such taxes. 

We now have it on the authority of Randolph E. 
Paul, Assistant to the Secretary, that the Bureau will 
permit such taxes to be offset against the liability for 
repayment of excess profits, and will work with the 
departments and agencies concerned to facilitate the 
carrying out of this plan. The solution is commended 
for its utter simplicity. 


Cases 


If the spirit of Tiger, a fullblood Creek Indian, left 
the happy hunting grounds long enough to attend the 
September term, last year, of the Tenth Circuit Court 
of Appeals, it should know now that “you can’t take it 
with you.” So, in effect, held the court in ruling the 
estate subject to federal estate taxes (41-2 Uustc 
q 10,107). 

Taxpayers in community property states, who are 
falling out with their spouses, will be interested in the 
case of Slim Summerville (41-2 ustc § 9783). 

The field of holding, operating, dealing in and con- 
veying real property is probably as beclouded by 
archaic legalistic mummery as any. The case of Brager 
Building and Land Corporation (41-2 ustc § 9799) is 
therefore encouraging. The facts were that the cor- 
poration held “legal title” to property—a common bit 
of hokus-pokus—but engaged in no other activity. 
The court held it not taxable as a corporation. And 
while speaking of fictions the case of Hammond- 
Knowlton v. U. S. (41-2 ustc § 9560) contains some 
interesting observations on fiction in general, and the 
super-fiction of suing the Collector in particular, in 
refund cases. 

It is now more than ten years ago that Ivar Kreuger 
must have been third on a match and therefore spilled 
out his versatile brain on a beautiful carpet in a Paris 
hotel. (See what happens!) Browsing through 41-2 
USTC we come upon the case of Minnie K. Young, at 
{ 9744, and find that the match maker managed to 
have some $115,000,000 go up in smoke. That ain’t 
hay, even in this day of big numbers. 

Could it be that the appetite of termites eating up 
your house has some bearing on whether or not you 
get a loss-deduction? Maybe. In the case of Charles J. 
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Fay et al. (41-2 ustc J 9494) the darned things munched 
a couple of porches, but apparently took their time 
about it, possibly relishing some particular, exquisite 
flavor not commonly to be found in an old porch. At 
any rate, the resultant deterioration was held to have 
been too gradual to be classified as a “casualty,” a 
word that the court interpreted as denoting a “sudden 
invasion by a hostile agency.” In this case the in- 
vaders were undoubtedly as hostile as ever, but seem- 
ingly not very sudden. So the meal was on the 
house! 


Optional Return 


The Bureau’s revocation of JT 3547 (423 CCH { 6303) 
by Mim. 5397 (423 CCH { 6442) is as it should be. 
The first ruling said that travelling expense reimburse- 
ments or per diem allowances were gross income and 
had to be included as such if the optional return was 
filed. Many travelling men who elected the optional 
return and did not do this found themselves face to 
face with additional taxes and since their return choice 
was binding, taxes were due that might have been 
escaped under the regular return method. By the 
second ruling the Bureau rights the matter conclud- 
ing that if the first ruling had been known when the 
return choice was made the optional method would 
not have been used. 

The ruling which requires reporting of gross rentals 


on the optional return is not changed (423 CCH 
€ 6162). 


Postal Savings 


The Public Debt Act has been construed as taxing 
interest on deposits in postal savings accounts made 
on or after March 1, 1941. JT 3562 (423 CCH f 6413) 
says that where the original deposit was made before 
March 1, 1941, the interest will continue to be exempt 
even though new certificates are issued on and after 
the date on withdrawals of interest or a portion of the 
principal. 

But in these days of war migration the taxpayer 
finds that he cannot transfer his account from one 
city to another and retain its pre-Debt Act status. 
Instead, he is told that he must withdraw his money 
and redeposit in the other city, thus losing his tax 
exemption. 

It’s all one Post Office Department and either trans- 
ferability should be available or it should be ruled that 
tax-free status follows through on such a change. 


The Dead Speak 

It has been a pet observation that our system of 
‘vills is a “government of the living by the dead.” 
“rom the great beyond the testator directs who may 
not marry, who may not smoke and drink, and how 
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legatees must otherwise behave if they wish to come 
within the conditional benefits which the testator is 
bestowing on them. But posthumous speaking is not 
confined to testators. If there is danger that a person 
whose testimony is vital may die before occasion for 
that testimony arises, the law permits his testimony 
to be preserved now for future use. For the first time 
this privilege has been extended to an executor who 
feared that the Commissioner might claim that a de- 
cedent’s life transfer was motivated by contemplation of 
death. (See CCH Inheritance Tax—Federal, §] 10,201.) 
The executor was permitted to preserve testimony of 
persons who could negative the contemplation of 
death charge, should the Commissioner make it at a 
future time. Still to be settled is the question whether 
the donor may preserve his own testimony in a like 
manner. Much of the procedural field in matters of 
federal taxation probably still remains unexplored. 


Odds and Ends 


In a plant we audited not so long ago they had a 
contraption with salt tablets over by a drinking 
fountain, and in the hot weather there was a big turn- 
over. Weare not given to being bothered by the heat 
(it’s the humidity!), but tossed down one or two of the 
pills each afternoon on the vague theory that a pill of 
prevention is worth two of cure. Besides, everybody 
else was doing it. The alleged reason for this custom 
was to replace salt lost through perspiration. Installed 
by some sort of efficiency man—something to it, at that. 

Then, the other night, we came across an interest- 
ing little discourse on the history of salt. (Incidentally, 
is it true that the Japs never use salt? If so, serves 
"em right!) The old Romans, it seems, gave their 
soldiers salt rations or the money with which to buy 
the salt, this stipend being known as Salarium Argentum, 
whence stems that most beautiful of all beautiful words 
in the English language—salary! 

It bespeaks the cussedness of mankind that we 
should often have to couple the use of that melodic 
word with a sordid consideration of “reasonableness,” 
and like unpleasant restrictions and limitations. Today 
more than ever is it in the public interest, however, 
that any unjust and inequitable enrichments through 
immodest salaries shall not go unchallenged, and 
challénged they will be, no doubt. 

As this is being written, Sunday before Labor Day, 
there is much speculation as to what salary ceilings 
and freezings may be instituted by the President. In 
the meantime, has anyone summarized the various 
tests that might be applied to the question of “reason- 
ableness of salaries,” in the light of today’s conditions 
and circumstances? If so, we should like to hear from 
him or her, and might find space for it at a later date. 






















































































The Spendings Tax and the Victory Tax 
A Critique by Paul Haensel* 


The spendings tax as it was proposed by the Treas- 
ury is divided into two parts: 

(1) A refundable tax imposed at a flat rate of 10 per 
cent on total spendings of individuals for consumer 
goods and services, provided that their income is 
above the new income tax exemptions which in the 
revised House Bill are fixed at $500 for a single per- 
son; $1,000 for a married couple and $250 for each 
dependent ; the amounts of this “refundable tax” would 
be repaid one year after the war without interest; in 
substance, this would be a compulsory saving scheme 
measured by the amount of total spendings and, as a 
rule, collected by withholding from payrolls. 

(2) A non-refundable “spendings surtax” imposed 
at progressive rates on taxpayers’ expenditures in 
excess of an exemption of $1,000 for a single person, 
$2,000 for a married couple and an additional $500 for 
each dependent, which means at levels twice the new 
normal exemptions for the regular income tax. The 
taxpayers would have to report their spendings on 
consumer goods and services every quarter and pay 
their tax accordingly with a final readjustment at the 
end of the taxable year. This non-refundable spend- 
ing surtax would be levied at highly progressive rates, 
beginning with 10 per cent over the exemption and 
reaching 75 per cent on amounts of spending above 
$10,000. In substance, this amounts to a new heavy 
highly progressive income tax limited, however, to 
the amount of income spent by the taxpayer on con- 
sumer goods and services. 


The spendings tax would not be levied on amounts 


spent on investments or on repayment of old debts. 
Consequently, amounts spent on insurance premiums, 





* Professor of Economics, Northwestern University, Evanston, III. 
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acquisition of real estate, buying stocks and bonds, 
deposits in banks, gifts, interest on mortgages would 
not have been taxed by it. 

A single person with a yearly income of $2,500 of 
which $1,700 is spent on consumer goods would pay 
an income tax of $365 (at House bill rates) plus the 
spendings surtax of $70 and a refundable tax of $170, 
a total of $605. A taxpayer with the same income of 
$2,500 but spending only $1,300 would have paid $525, 
of which $130 would be refundable a year after the war 
without interest. 

A single person with a $10,000 yearly income and 
$5,500 spending would pay: (1) the income tax of 
$2,390; (2) the spendings surtax of $1,200 and (3) the 
refundable tax of $550, a total of $4,140, but if he re 
duces spending on consumer goods to $4,000 the total ta» 
will amount to $3,390 of which $400 will be refundable 

A married couple with two dependents and with « 
yearly income of $2,500 would pay no spendings sut 
tax but only a refundable tax of 10 per cent on the 
amount spent on consumer goods and services. A 
married couple with two dependents and with a yearl\ 
income of $10,000 spending $5,000 on consumer goods 
would be required to pay an income tax of $2,050 plus 
$200 spending tax plus $500 refundable tax, or a total 
of $2,750. 

In a war economy the idea of chiefly taxing spend 
ings and not levying so much on income is perfectly 
justified However, as the Treasury’s proposal stood 
it was simply a new super-surtax on a comparatively 
very small number of taxpayers in the upper brackets 
with additional emphasis on limiting their spending 

Thus a great majority of the American populatio: 
would not have been liable for the non-refundable 
spending tax, but a much greater number would have 
been embraced by the refundable spending tax which 


in substance is simply a compulsory saving of 10 per 





1 Cf. my article in Taxes, June, 1942, p. 336. 
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cent on the total amount spent on consumer goods 
and services as soon as a taxpayer is liable to the 
income tax. 

A taxpayer with a total spending of $50,000 would 
pay, in addition to the tremendous regular income tax,” 
a refundable spending tax of $5,000 (which is his 
compulsory saving) and a non-refundable spending 
tax of $24,450 (which is simply an additional super 
income tax), or a total of $29,450. If this taxpayer 
were a married person with two dependents his regular 
income tax on an income of $50,000 would be $21,480. 
This would make his total tax liability $50,930 or more 
than his total income ($5,000 would be refundable, 
however, after the war). Thus spending becomes 
prohibitive. A person with an income of $1 million 
hut $50,000 spending would pay $765,472 in income tax 
plus $29,450 spending tax, or a total $794,922. Con- 
sequently, for a rich person only a very limited portion 
of his income might be spent. 

lf any spendings tax may have some justification as 
a purely anti-inflationary measure, then what is actually 
proposed by the Treasury as a non-refundable “spend- 
ings surtax” is even less anti-inflationary than the 
regular highly progressive income tax with the pro- 
posed low exemptions: spending becomes prohibitive 
in the very high income brackets only. 

Mr. Morgenthau explained that his new spendings 
tax had a double purpose: 

“The first purpose is to draw into the Treasury substantial 
additional funds out of the earnings and savings of the people. 
The second is even more important. It is to reduce con- 
sumer spending directly by withdrawing funds otherwise 
available for expenditure and to reduce it also indirectly by 


creating a strong tax incentive to saving. The measures are 
two: first, a tax on consumer spending which will reach into 


the lowest income above the level of bare subsistence income 

ud will provide high penalty rates for luxury spending; 
second, a further lowering of the exemptions from the income 
tax applying to family incomes.” 

Unfortunately, these purposes do not solve the most 
fundamental problem: How to reduce effectively the 
spending capacity of the entire population? 

As a matter of fact, the bulk of the new “spendings 
surtax” would be borne almost exclusively by tax- 
payers having an income of over $5,000 per annum or 
by less than 1,000,000 taxpayers only. For the rest 
the additional tax burden would be very small in each 
case. The lower incomes would be hit more severely 
in the proposal simply by lowering the exemption to 
$500 for a single person, $1,000 for a married couple 
and $250 for each dependent. Then, why ali this 
complicated procedure? 

\ll this lowering of exemptions means a tremendous 
increase of returns to be filed with enormous addi- 


* The regular income tax, for a married couple with two depend- 
nts, in the House bill amounts to: $21,480 for an income of $50.000: 
»55,298 for $100.000 income; $765,472 for $1,000,000 income; $1,557,472 
for $2,000,000 income. The Senate Committee plans to increase 
these rates. 
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tional work for the tax collectors and a negligible ad- 
ditional revenue for the Treasury from the newly 
embraced brackets. At the same time, the lowering 
exemptions for dependents is particularly unfair and 
It is 
surprisingly inconsistent to lower the exemption for 
dependents and to oppose a sales tax on the ground 
that it is a tax on the poor and on large families. 

More heavily may be felt the refundable spendings 
tax or (to what it actually amounts) the compulsory 
saving since in the lower brackets it will usually be 
greater than the regular income tax. But the astonish- 
ing result will be that in most cases married people 
with dependents will be compelled to pay a higher 
amount of refundable tax (i. e., save compulsorily 
more) than married people with no dependents or than 
single persons. On this very ground the sales tax is 
often assailed! Persons who are compelled to go out 
for their meals would be penalized in comparison with 
people who prepare their meals at home. 

The total additional yield from the proposed reform 
(including the lowering of exemptions) is estimated 
by the Treasury at $6.5 billion of which the refundable 
tax (compulsory saving) is expected to yield some 
$4.5 billion. 

The very idea that we need a highly progressive 
non-refundable spendings tax in order to eliminate 
“luxury spending” in the upper brackets is question- 
able. What kind of “luxury spending” of the rich is 
particularly objectionable? For jewelry, furs, or mu- 
sical instruments for which a high excise tax already 
is paid? Would selling some personal assets (stocks, 
etc.) and spending the proceeds be prohibited? There 
would be much greater justification in having a progres- 
sive refundable spendings tax, compelling rich and well- 
to-do people to save for the duration and enabling them 
to invest freely after the war,—than high progressive 
rates in the non-refundable “spendings surtax.” 

This new tax idea might force wealthy taxpayers to 
buy houses (this lowers the taxable spending ),—a prac- 
tice having developed too much already with the chief 
aim of protecting oneself against inflation!® They 
may resort to buying antiques and stocks mostly with 
the same aim. In general, this is simply the “Soak the 
Rich” idea without producing substantial additional 
real revenue for the Treasury. We know already that 
the complete ceiling of all incomes to $25,000 per 
annum would have affected some 12,000 persons only 
and would have only yielded about $184 million or 
about one day’s cost of war. Even a 100 per cent 
confiscation of all incomes above $5,000 per annum 
would yield an additional revenue of $5 billion only.‘ 


irrational since the cost of living has risen. 


* We should have had a tax on the unearned increment long ago. 
Cf. my study, The Place of Illinois in a Rational Scheme of Tax 
Reform, Evanston, IIl., Chandler's, 1941, p, 26. 

*H. R. Hearings, Revenue Revision 1942, p. 628. 
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Consequently, the present war financing can be 
achieved only by shifting the main weight of taxation 
onto the lower incomes and, in substance, upon the wage 
and labor income which happily constitutes the over- 
whelmingly major item of our nation’s income or, some 
70 per cent of the total. The total amount of wages 
and salaries paid out rose from $44 billion in 1939 to 
about $75 billion in 1942. There is no other way out 
but to tax this source properly or else we will have a 
terrific inflation which will hit the wage earners with 
particular harshness and no price ceiling will save us. 
The spendings tax is extremely complicated. There 
is not so much difficulty in computing the tax, but 
many taxpayers will be perplexed by the bewildering 
number of items to be considered. The great trouble 
is the uncertain definition of taxable spending. The 
general definition, “spending on consumer goods and 
services,” may or may not cover many ambiguous 
items. For instance, redecoration of a house, amounts 
spent on education and private lessons, farmers’ own 
agricultural products consumed at home, acquisition 
of tools, of doctor’s instruments, of a calculating ma- 
chine, of a frigidaire or of books needed in a profession, 
income taxes and state sales taxes, etc. How many 
people keep track of their expenditures? How easily 
may many items be concealed or falsified? A con- 
siderable medical bill will aggravate the position of a 
taxpayer. Renters are discriminated against as com- 
pared with house-owners who do not “spend” on 
living quarters. 
3ut the chief difficulty would be with the technical 
impossibility of supervising and controlling collection. 
The new lowering of the income tax exemptions and 
this new double-split spendings tax demand controlling 
of about 33,000,000 persons, of which a majority would 
ultimately pay no tax, or a sum not much worth while 
collecting by the Treasury, or they would pay the 
refundable tax only which needs a tremendously com- 
plicated bookkeeping and later piece-meal repayment. 
The quarterly reports would be left uncontrolled in 
most cases and downed in the bureaucratic process 
particularly since recalculation follows anyhow at the 
end of the year. Earlier Mr. Paul, the Chief Treasury 
Counsel, admitted: “It is impossible to police 22,000,000 
returns and 15,000,000 taxpayers.” 5 
In general, I am inclined to think that the whole 
scheme of the spendings tax is simply unworkable if 
any normal standard of efficient collection is expected, 
a matter of great responsibility and cost in war con- 
ditions. The Treasury opposed the sales tax partly 
on the ground of its difficult collection, but the spend- 
ings tax is much more complicated and difficult to 
control; whereas in the sales tax all gross incomes 
(equal total sales) are already shown and controlled 








5H. R. Hearings (March 5, 1942), Revenue Revision 1942, p. 111. 
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in practically all taxable trade establishments in the 
regular income tax returns. 

The proposed lowering of exemptions makes the 
income tax collection more difficult without any ap- 
preciable increase of revenue for the Treasury from 
the additionally embraced brackets. At the same time 
the exemptions are always unavoidably arbitrary, since 
a $1,500 exemption for a married couple with two de- 
pendents is very low in Chicago or New York but 
quite high in Mississippi. The so-called “bare sub- 
sistence income” is simply undefinable in this vast 
country of great variety of living standards and eco- 
nomic opportunities. 

If in principle the Treasury recognizes the advisability 
of a 10 per cent tax on spendings except for the very 
lowest group why not draw the proper conclusion and 
recognize the possibility of a 10 per cent sales tax pure 
and simple? 

Theoretically, when Pfeiffer, seventy-five years ago, 
urged us to tax the population according to each 
citizen’s spending (and not according to income) he 
understood that this would encourage investment of 
moneys saved. We may have recourse to this idea 
after the War, but in war economics our chief pre- 
occupation should be curtailing or postponing mass 
consumption. Progressive rates militate against the 
very idea and logic of the spendings tax, since only 
the total income of a taxpayer as the basis of his ability 
to pay justifies progressive rates. 


Sales Tax 


Contrary to common belief the sales tax in the lower 
brackets is surprisingly fair. If we assume that the 
3 per cent retail sales tax is fully shifted on the con- 
sumers, a family in Chicago (1935-36) with an average 
income between $500-$749 paid a sales tax of $11.55 a 
year; a family with $1,000-$1,249 income paid $14.10; 
$1,500-$1,749 paid $17.79; $2,000-$2,249 paid $19.92. 
Thus every bracket gradually paid a greater amount of 
tax. In two large and five middle sized New England 
and East Central cities a 2 per cent sales tax on food 
alone collected from an average family with $500-$999 
income per annum, $7.073; $1,000-$1,499 income, 
$8.646 ; $1,500-$1,999 income, $9.897 and in the $2,000- 
$2,999 income bracket, $10.984.¢ 

Consequently, it is fully advisable to increase some- 
what the exemptions in the income tax (thus making 
the collection of the latter technically much more 
efficient) and to add a sales tax. This would shift in 
a perfectly fair way part of the whole tax burden on 
to the lower income classes. Thus the whole popula- 


tion would participate in carrying the financial burden 
of the war. 





® For details see my study, The Place of Illinois in a Rationa? 


Scheme of Tax Reform, Evanston, Ill., Chandler’s, 1941, p. 20 and 
in Taxes, February, 1942, p. 83. 
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The allegedly crushing effect of a sales tax on the 
lowest income groups is usually greatly exaggerated. 
Nobody will begin to starve simply because a 5 or 10 
per cent sales tax is levied on his spendings. Since 
rent and some other items are normally excluded from 
the sales tax but would be taxed in the spendings tax 
the iniquities of the sales tax may be even less in many 
The progressive character of the spendings 
surtax is a poor duplication of the already excessive 
income tax in the upper brackets, without any anti- 
inflationary advantages. Actually, the high progressive 
rates would seriously affect some 15,000 rich families 
only (all those having an income of over $50,000 per 
annum before the permissible deductions for the spend- 
ings surtax) and whether these wealthy people indulge 
in all possible luxuries, eat all the choicest meat, drink 
all the finest wines and pay repeatedly for best seats in 
the opera and chief sport events, or not, the nation 
would not feel any consequences and the war efforts 
would not be affected. 


cases. 


\Vith reference to a sales tax I would prefer the 
European system of a pyramided sales tax at a com- 
paratively low, uniform rate.* Considering our present 
system of price ceilings, I would recommend instead 
of the spendings tax a 5 per cent retail sales tax plus a 
1 per cent tax on all gross sales of all extracting, manu- 
facturing, wholesale, industrial and trade enterprises.® 
The alleged “spiral” of such a tax is not supported by 
any evidence from practical experience and was never 
proved theoretically. Technically a sales tax must be 
levied at a uniform rate without exception for any kind 
of goods or else it will become extremely complicated. 


Compulsory Savings 


In addition, a 5 per cent compulsory savings tax 
should be introduced as recommended in my article: 
“Compulsory Emergency Savings Plan” in the Janu- 
ary, 1942, issue of Taxes. Any sale, any payment, any 
transaction would be accompanied by a 5 per cent 
compulsory purchase of defense savings bonds or, of a 
defense savings stamp. This should be extended to 
rent payments, doctors’, attorneys’ and other profes- 
sional fees, wages and salaries, dividends and interest, 
real estate transfers, trust fees, annuities, gifts, hotel 
bills, public utility charges, wholesale and manufac- 
turing sales, etc. 


As pointed out in that article the collection may be 
made automatic and evasion would be unlikely if the 


*See my articles in Taxes, February, 1942, p. 82 and May, 1942, 
D. 264, where a model draft of such a sales tax is presented on 
lines taken from the legislation of France, Germany, Belgium, 
Austria, Czechoslovakia, Poland, Italy, Greece and other countries. 

® See my proposals in Taxes, June, 1942, in the article, ‘‘The Price 
Ceiling and Taxation.’’ With the abolishment of the forty-hour 
week and of the overtime pay (which is highly necessary in war 
conditions) the 1 per cent gross sales tax on extractive, manufac- 
turing and wholesale enterprises might be increased and consider- 
able additional revenue for the Treasury secured. 
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necessary arrangement in the structure of such a 
compulsory savings scheme were made. There would 
be no necessity for any extended collectors’ apparatus 
and the whole population would save every day, con- 
tributing to the war efforts in proportion to their in- 
comes and spendings. A gradual repayment of the 
compulsory savings after the war and not later than 
in ten years time at a small interest should be promised. 
In harsh cases for needy compulsory savers, repayment 
might be made at any time on definite conditions and 
credit given for insurance. 

The total yield of a sales tax and of compulsory 
Savings as proposed by me may amount to $12 billion 
per annum or more than any form of spendings tax or 
any income tax reform is capable of yielding. The 
flow of revenue would begin at once, and this has also 
a great advantage. 

Summing up, I consider that in substance the Treas- 
ury’s plan of a tax on spendings ought not to be rejected 
but transformed, instead, into its simple and logical form 
of a sales tax. A direct form of spendings tax is 
technically unworkable. The refundable tax proposed 
by the Treasury should not be entirely rejected either 
but transformed into a systematic form of universal 
compulsory savings at the moment of spending or of 
receiving income by applying to this collection the 
technique of a sales tax. 


The Victory Tax 


Whatever the merits or the demerits of the direct 
spendings tax the Senate Finance Committee unani- 
mously rejected it. Instead, a special direct tax was 
proposed by Senator Walter F. George, the chair- 
man of the Committee. 

It is a new 5 per cent “victory tax” on gross income 
above $12 a week or $624 a year (irrespective of marital 
status) in addition to the regular income tax, with the 
provision that part of the victory tax will be refunded 
after the war. Namely: for single persons up to 25 
per cent of the tax liability but not over $500; for mar- 
ried persons up to 40 per cent but not over $1,000 plus 
2 per cent but not more than $100, for each dependent. 
Taxpayers may claim “credit” on these refundable 
sums after the lapse of each year for the payment of 
insurance, debt retirement or government bond. 

The total result, as proposed by Senator George, 
will be that single persons with a yearly income of 
$600 will pay a $5.20 income tax but no victory tax in 
addition ; $1,000 income: $70.60 income tax plus $18.80 
victory tax; $5,000 income: $905.00 income tax plus 
$218.80 victory tax ; $10,000 income: $2,056 income tax 
plus $468.80 victory tax. 





®°In a later version the rates have been somewhat changed in the 
direction of lowering exemptions and increasing the burden for 
middle and upper brackets, The combined tax for a married couple 
(two dependents) in the $10,000 bracket will be $2,417. 
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Married people with two dependents: $800 income: 
no income tax but $8.80 victory tax; $1,000 income: 
no income tax but $18.80 victory tax ; $2,000 income: no 
income tax but $68.80 victory tax; $5,000 income: 
$507.00 income tax plus $218.80 victory tax; $10,000 
income : $1,646.00 income tax plus $468.80 victory tax ; 
$50,000 income: $21,480 income tax plus $2,468.80 
victory tax. 

It is incomprehensible why this 5 per cent additional 
tax is more attractive and reasonable than a simple 
increase of the rate of the normal tax in the existing 
familiar construction of the American income tax. As 
a matter of fact, the victory tax simply lowers the 
exemptions and puts married persons and dependents 
in a less advantageous position except for the return- 
able portion. A slight rearrangement of the tax exemp- 
tions and a general 10 per cent normal tax would do 
the trick in a much more rational and simple way. 
The increase of the rate of the normal income tax is, 
in general, a simple, just, and advisable method, long 
ago advocated by me.”° 

Nevertheless, the victory tax: (1) complicates con- 
siderably the computation of the income tax ; (2) greatly 
increases the number of taxpayers without any ap- 
preciable increase of the revenue from those groups, 
mostly adding millions of taxation on the upper brackets ; 
(3) introduces an unfair discrimination of refunding 
after the war, penalizing the upper brackets and thus 
concealing the unfair treatment of the upper brackets. 
In fact, for the lower brackets the victory tax is to a 
great extent a compulsory saving and for the upper 
brackets a considerable increase of non-refundable 
taxation. 

But in the whole approach to the victory tax we see 
again the stubborn policy to somehow reach the low 
income classes above the imaginary “subsistence level’’ 
by means of direct taxation. According to Senator 
George there are 27 million income taxpayers already 
(as per the House version of the bill) but the new 
Senate change will add 2 million persons through 
lowering exemptions and 14 million new taxpayers 
through the introduction of the victory tax. This 
means definite wastage and an enormous increase of 
bookkeeping for the Treasury without producing any 
appreciable revenue from these new taxpayers. 

Any collection of a direct tax at some $20 or $30 
from each taxpayer per annum is not worthwhile for 
the Treasury, even if the number of such people is 
10 or 20 million. The same result may be achieved by 
raising the excise tax on cigarettes by two or three 
cents per package. But to collect from a citizen by 
means of direct taxation $20 or $30 (in 4 or 12 install- 
ments, as proposed, by means of withholding) per 





2 In my study, American Federal, State and Local Tax Problems, 
1934, p. 9. (The Tax Magazine, October, 1934, p. 545.) 
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annum with a complicated partial repayment is a 
sheer technical monstrosity. In all such proposals 
the high cost and considerable accounting trouble of 
withholding for the employers is simply disregarded 
as it collecting taxes from other people is an implied 
obligation of all those who give work. 

If the Treasury wants a speedy payment of the in- 
come tax without delay of installments, or without the 
tedious system of withholding, it should declare a re- 
bate of 1 per cent per month for each installment paid 
in advance. No Ruml plan will be necessary and 
hundreds of millions and even billions will pour into 
the Treasury at once in the shortest period of time. 
The Treasury will lose only a negligible or rather a 
nominal sum (amounting to reduced rates of tax) and 
gain tremendously on the anti-inflationary consequences. 
Employers with the help of the banks will be able to 
make mutually profitable arrangements with their em- 
ployees for wholesale advance payments. No formal 
withholding will be necessary. 

Nothing is gained by too low levels of exemptions 
and the proper collection of an income tax becomes 
technically unmanageable when tens of millions of 
citizens are embraced. An income tax can properly 
be administered only if it is an aristocratic tax levied 
only upon income brackets above the average. The 
income tax has many faults of its own: arbitrary levels 
of exemptions; artificial depreciation allowances ; easy 
concealment of various items at a time when some items. 
such as salaries, are difficult to conceal; the problem 
of differentiation between earned and unearned in- 
comes; yearly assessments instead of averages for 
several years in occupations with highly fluctuating 
results; the perennial difficulty with capital gains and 
losses provisions; no consideration for the capacity to 
save (an ailing family will always be at a disadvantage 
in the same income bracket). In an income tax there 
is always a lag between receiving the income and the 
payment of the tax,—a consideration of utmost im 
portance with reference to inflation. 

Nevertheless, contrary to the experience of all nations 
our doctrinaires do not want to recognize any other 
alternatives, and the demogogues use it mostly for 
“soak the rich” purposes and defy indirect taxation 
“on principle.” 

Every day observation shows that the American 
public is much more willing to codperate and, above 
all, prefers simplicity of taxation. Everyone expects 
some kind of a sales tax and not many earnestly 
oppose it. They understand that it is a simple device 
and that the whole population without exception must 
cooperate in the financial war efforts of the nation. 

' The new “victory tax” in connection with the addi- 
tional lowering of exemptions is expected to yield 
annually some $3.6 billion (of which over $1 billion is 
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retundable),—in bulk again from the same already 
highly-taxed 10,000,000 taxpayers. What a meager 
result for the Treasury which has to spend $5 billion 
a month on war and is now regularly over $4 billion 
in the red every month. 


General Conclusion 


The spendings tax, with all its possible improve- 
ments, and the victory tax, with its refundable feature, 

hoth being direct taxes,—are technically unable to 
solve the fundamental problem of spreading the tax 
load among the whole nation and to reach those in- 
comes and those saving capacities which heretofore 
were practically left unabsorbed to any reasonable 
With the enactment of the spendings tax or 
the victory tax the chief tax burden will remain, as 
heretofore, on some 11,000,000 persons only, simply 
increasing their tax burden. To all those who cherish 
the “subsistence level theory” I would like to put 
the following questions: 


extent. 


Do we complacently take for granted that the lowest 
totally-exempt or slightly-reached income brackets 
should not contribute substantially to the fiscal war 
efforts be it through effectively reducing their con- 
sumption or through increasing their efforts by work- 
ing harder and more, if they want to reduce the pinch 
of their new tax burden? 


Do we earnestly assume that agricultural labor and 
servants should be exempt from taxation (as provided 
in the victory tax considering the difficulty of with- 
holding) simply because our legislators want “on sheer 


principle” to reach all citizens by a direct tax only and . 


are unable to make it technically possible? 

Has anybody with practical experience ever found 
what a so-called “subsistence level” actually is in this 
vast country where absolute and helpless paupers are 
better cared for by charity or organized public help 
than anywhere else? 


Do we really believe that anyone staying at home 
and letting others fight for him is not capable of pay- 
ing at least 10 per cent on his spending just because 
his income is below the $624 exemption (as in the 
victory tax) and others are consequently compelled to 
pay in his stead? 

Do we actually need a vehement “soak the rich” 
policy undermining the interest, zeal and codperation 
of the well-to-do and rich classes so needed in a war 
economy with its priorities, regulations and restric- 

ions making all business extremely hazardous? 

Don’t we know from the experience of all countries 
that lower incomes can be reached more effectively 
and with less irritation by indirect taxes than by direct 
taxes with their usually costly, cumbersome and ag- 
gravating collectors’ apparatus? 
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The answer to all these questions is “no.” The 
present financial situation requires heavy indirect taxes 
reaching all and everybody, and particularly the sales 
tax, thus providing a revenue covering at least 50 to 
60 per cent of war expenditures. It can be easily done.” 

It is futile to aim at preserving the usual cost of 
living and stability of prices when no radical anti- 
inflationary measures are applied. Rationing will not 
help but will destroy normal channels of supply even 
more. Merchandise will greatly disappear from 
licensed shelves. With the present complacent attitude 
towards inflation we face a serious economic and social 
danger. As a former European Minister of Finance 
rightly remarked, “Inflation contributed to the up- 
setting of political and social order hardly less than 
the (First World) War itself.” 


Corporations Exempt from Income Tax 
[Concluded from page 610] 


a depreciation reserve does not provide tangible funds 
with which new premises can be acquired. This conten- 
tion would rapidly be discarded, no doubt, in the event 
that the exempt status were to be taken from this type of 
organization. From a purely academic standpoint it 
is submitted that while depreciation of plant, as an 
expense item, is not important while institutions, etc., 
are exempt from income tax, the reserve for deprecia- 
tion of plant still has a place in its function of establish- 
ing the valuation of plant; and there are still many 
accountants who are old-fashioned enough to cling to 
the belief that a balance sheet, whether for an institu- 
tion, college, or any other organization, should reflect 
plant assets at the best available estimate of their 
current or sound value as at the date of the balance sheet. 


Depreciation on Donated Plant 


Whether depreciation on donated plant would be 
allowed as an expense item by the revenue authorities 
is a debatable point. While it is true that the plant 
would have a definite “acquisition value,” the fact 
remains that there was no outlay of cash by the insti- 
tution in its acquisition, to be recovered through de- 
preciation charges over the period of its useful life. 
This is not a recommendation that depreciation should 
be disregarded. It is still important, for fire insurance 
purposes, etc., that the depreciated value of units com- 
prising the plant be maintained. In lieu of periodical 
charges to depreciation of plant expense, it would be 
preferable that the charges be made against that sec- 
tion of the capital account which carries the record of 
the donation, e. g., “capital—donated plant.” 


Provision for New Plant 


Regardless of how efficiently buildings may be main- 
tained, and how conscientiously kept in repair, the time 





11 Cf. my detailed plan in Taxes, February, 1942. 
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nnouncement: To the many thousands 


who have known and 
used the Robert H. Montgomery federal tax manuals, 
The Ronald Press Company now announces 
a brand-new tax aid—designed specially for 
those concerned with corporate tax problems: 


The Montgomery 


CORPORATION TAX 
HANDBOOKS &1942-4 


This new aid is a two-book unit that meets the 
urgent need of corporation officers, lawyers, and ac- 
countants for complete treatment, in one place, of 
federal taxes on corporations. Includes: 








Income and Deductions of Corporations—book covers 
what is taxed to corporations, and when; determina- 
tion of the net income subject to tax; and 


Excess Profits and Other Federal Taxes on Corpo- 
rations—book deals with taxes on the income, or 
affecting the income of corporations; the credits that 
can be claimed; methods of collection and payment. 


For your work with corporate returns, there is nothing else 
like this. It gives exactly what you will need—information that 
concentrates on your problems, freed of all that does not bear on 
corporation taxes. You benefit in your situations by the judgment 
and interpretations of a leading tax authority. You get specific 
recommendations and guidance 
rooted in the experience of an 
organization of professional ac- 
countants and lawyers who deal 
constantly with corporate taxes. 


The Corporation Tax Handbooks 
will be released as soon as pass- 
age of the new law in its final 
form permits, in ample time for 
your work on re- 


turns. Two-book unit, $1 5 .00 


ATT LATTE, ET price 
For this 21st Issue of the 
Montgomery tax books 
there is also a new 


FEDERAL TAXES ON 
ESTATES, TRUSTS 


Order These Books Now 


With the mounting demands of 
tax work, and the growing shortage 
of trained men to handle it, you 
want to make especially sure that 
you get these 1942-43 books. In or- 
der that you may receive your copies 












promptly, place your order now. 
AND GIFTS SPECIAL ADVANCE INFORMA- 
1942-43 TION: Right after the law is 


passed purchasers of Montgomery 
Tax Books will receive, at no extra 
cost, “‘Notes on the 1942 Revenue 
Act,” an expert analysis of the bear- 
ing of new provisions on corporate 
and fiduciary taxpayers, including 
changes in procedure and new rates. 


== USE THIS FORM™ ™= 


| 
THE RONALD PRESS COMPANY, Publishers 
15 East 26th Street, New York, N. Y. 
Please send us, as soon as issued, the Montgomery Federal 
Tax Books checked below : 
-] Corporation Tax Handbooks for 1942-43, dealing with 
Income and Deductions of Corporations and Excess 


Profits and Other Federal Taxes on Corporations 
Two-book unit 


CHUTSTANEING help for trust 
officers, property owners, tax 
counsel. Brings up to date devel- 
opments in application of estate 
tax, gift tax, and in- 

come taxas affecting $7. 50 


estates and trusts. 





$15.00 


(separate copies of books can be furnished at $7.50 each) 


law is passed, your analysis Notes on the 1942 Revenue Act. 
(kindly check below the way you prefer to make payment :) 
) Within 5 days after receiving books, we will send price 
_] Enclosed is check for price (we pay delivery charge if 
you remit with order) M 670 
Company or Firm Name 


By (your name) Position 


| | 
| | 
| | 
| 
_] Federal Taxes on Estates, Trusts and Gifts 1942-43 7.50 

| We are to receive without additional charge, shortly after | 
| I 
| 
| | 
| I 

i 


Business Address 
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will come, eventually, when they will become untenable, 
and new premises will be required. It has been said 
that some trustees have expressed the belief that be- 
cause original premises were donated, new plant, when 
required, also will be donated. This policy is obviously 
both short-sighted and unsound. Changing conditions 
—the depression years, war years, to say nothing of 
what the future may hold in store—may well make 
such donations, even though intended, or in fact, 
promised, quite impossible of fulfillment. 

Depreciation of existing plant merely serves to write 
off its cost over the period of its useful life, and the 
reserve for depreciation provides a means of establish- 
ing an approximate current valuation of plant from 
year toyear. Ifthe premises should become untenabie, 
when fully depreciated, no fund would have been pro- 
vided, through depreciation of the old premises, for 
the purpose of paying for new plant. 

It is logical to assume that there would be at least 
a few years’ warning, in ordinary circumstances, be- 
fore a plant would become untenable: the idea that the 
walls, roof and floors would all suddenly collapse at a 
given moment of time is utterly ludicrous. However, 
a time will come, when repairs will begin to be neces- 
sary with greater frequency, and more extensive in 
scope. Alert trustees would see the “writing on the 
wall,” and waste no time in considering means to be 
adopted for the provision of funds with which to pay 
for new premises. Assuming that capital is not avail- 
able, the only way to provide funds, without borrow- 
ing, is to appropriate a portion of each year’s income 
for this purpose. The fund would, of necessity, have 
to be real: not just on paper. It could consist of a 
savings account, bonds or stocks—provided it was 
specifically earmarked as to its purpose. The annual 
appropriation out of income would constitute a proper 
item of operating expenses. 

Whether or not the removal of the exempt status of 
“exempt” corporations would produce enough reve- 
nue to make such a change worth while seems some- 
what doubtful. Should the change be made, however, 
the affected organizations would do well to give con 
sideration to factors which would, at least, not add to 
their tax burden, e. g., capital gains: and at the same 
time not overlook items such as depreciation of plant, 
etc., which would operate to reduce the amount of 
taxable net income. 


New England Tax Conference 


The thirtieth annual meeting of the New England 
Tax Conference will be held in Providence, Rhode 
Island, September 30 to October 2, with headquarters 
at the Biltmore Hotel. All interested in public finance 
are invited to attend. 
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The Deduction for Interest on 
Life Insurance Loans on a Cash Basis 
[Concluded from page 584] 


Interest Paid After Due Date 


If interest is not paid in the year in which it becomes 
due, it is nevertheless deductible in the year in which 
actually paid. This is the usual rule as to all expenses 
incurred by a taxpayer on a cash basis; the date of 
payment being controlling, and the date of accrual 
being unimportant. In the Fox case,”* there is a state- 
ment to the effect that if a debtor has not paid an 
interest charge and the insurance company has added 
the interest to the principal of the loan, no deduction 
may be taken by the debtor in any subsequent year. 
3ut in the Hirsch case *® the Commissioner stipulated 
that interest accrued in 1935, originally claimed as a 
deduction in 1935, was deductible in 1936 because paid 
in 1936. The statement in the Fox case did not affect 
the computation of the tax; the decision in the Hirsch 
case did affect the tax. The writer’s experience is that 
the Hirsch case may be relied on. 


Surrender or Cancellation of Policy 

If a policy is surrendered by the owner, all interest 
accrued but unpaid prior to the surrender becomes an 
allowable deduction in the year of surrender, provided 
there has been no change of ownership during the 
period for which the unpaid interest has been accrued. 
This is a crucial case. No cash has passed. But the 
deduction to the taxpayer on the cash basis must be 
allowed at some time. It has not been allowed before, 
and it cannot be allowed later than the year in which 
the policy is surrendered and the loan is considered 
paid. The writer’s recent experience is that the sur- 
render of the policy, which is always accompanied by 
application of part of the surrender value to the loan 
and interest, is an event which results in a deductible 
payment of interest. 

Cancellation by the insurance company is a special 
form of surrender. The debtor permits the policy to 
lapse or expire by failure to pay premium and interest. 
The insurance company keeps the policy in force only 
so long as the surrender value remains greater than the 
loan and accrued interest. On the day before the sur- 
render value would become greater than the loan and 
accrued interest the policy is canceled. The excess of 
surrender value over loan and interest is used to pur- 
chase insurance for one day, but no new policy is 
issued. At the end of the day after the loan has been 
paid on the company’s books the insurance company 
has no further liability. If the policy is surrendered 
by the owner, the owner receives in cash not less than 
the amount used to purchase insurance for one day; 
if the policy is canceled by the company, the company 


*° 43 BTA 895. 
* 42 BTA 566. 
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has a life insurance liability for one day more. But 
from the point of view of payment of interest on the 
loan, surrender and cancellation are the same. 

Sometimes, in accordance with the terms of the policy, 
or in accordance with state insurance laws, if premium 
or interest remains unpaid, the insurance company 
must use the equity in the reserve value for the pur- 
chase of extended insurance or paid-up insurance. The 
general rule is that in any case where the insurance 
company on its books applies part of the reserve value 
to the outstanding loan and interest, the interest con- 
sidered paid by the insurance company is deductible 
interest to the debtor. 


Interest to Date of Death 

By law, in the final return of a cash method taxpayer, 
all interest accrued to date of death is deductible, pro- 
vided that the interest would have been deductible if 
the taxpayer had paid the interest prior to his death.*° 


A recent Board decision *' is that a deduction for 
accrued interest will be allowed only when there is a 
reasonable certainty that the debt and interest will be 
paid in full. If this reasoning is extended to life insur- 
ance loans, interest accrued to date of death might be 
allowed only when there was an intention to pay the 
loan and interest up to the death of the insured, and 
only when there was a reasonable expectancy that the 
intention would have been carried out if the insured 
had not died so soon. In the case of a life insurance 
loan the financial condition or other conditions might 
have been such that payment before death was most 
unlikely. For example, the insured may never have 
intended to pay during his lifetime a loan obtained 
from the beneficiary of the policy, particularly if the 
loan was used to pay premiums; or, by borrowing on 
the policy, the insured may have intended only to 
reduce the amount payable to the beneficiary. How- 
ever, the stubborn fact is that payment of the interest 
and the loan is made immediately after death. The 
interest deduction cannot be taken by the estate of the 
decedent; in all fairness the interest deduction must 
be allowed in the final return of the decedent. There 
are no reported cases. 


Computation of Interest Necessary 

A payment on account of an interest-bearing loan 
reduces the obligation for principal or interest, or both; 
but unless the payment is clearly for interest, there is 
uncertainty as to the amount deductible as interest. 
As a matter of practical bookkeeping, if an interest 
deduction is to be claimed, interest must have been 
computed prior to or simultaneously with payment. It 





* IRC 19.43. 


31 Zimmerman, 45 BTA No. 61. While the discussion emphasizes 
the poor financial condition of the debtor, the decision in this case 
could have been reached on the ground that there was forgiveness 
of accrued interest. This decision did not involve life insurance 
loans, nor accruals to date of death. 
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is preferable that the creditor compute and charge the 
interest. If the debtor makes the computation, the 
creditor should be notified and should accept the com- 
putation. If there has been no computation of interest, 
a deduction will not be allowed. 

So, for example, if a loan of $1,000 is obtained on an 
unencumbered policy in 1940, and if no charge for inter- 
est is made at any time during 1940, there is no interest 
deduction in 1940, even though $500 is repaid during 
1940. Most likely, sometime during 1941, on the anni- 
versary date of the policy or on the anniversary date 
of the loan, a statement for interest on the $1,000 and 
on the $500 balance will be rendered. This interest is 
deductible in 1941 if paid in 1941. If the interest cur- 
rently due in 1941 is not paid in 1941, but is added to 
the loan, no interest may be deducted in 1941. (How- 
ever, if the 1940 loan of $1,000 was an addition to prior 
loans, and if interest had been computed for the prior 
loans, the $500 payment could be allocated to interest 
on prior loans and to principal of loans; this allocation 
is discussed later.) 


Increase in Loan 

If at the time of an increase in a loan the insurance 
company or other creditor computes interest to date, 
and adds this interest to the loan, this interest is not 
deductible in the year in which computed, unless actually 
paid in that vear.” 
Payment of Regular Items in Year 
Following Increase in, Loan 

Nor would interest charged ina prior year be deductible 
in the following year, on the anniversary date of the 
policy or of the loan, unless the loan is reduced. The 
rules for allocation are developed later. Emphasis is 
here made that any regular payment to the insurance 
company in the year following the increase in loan is 
applied to the bill rendered; that is, to interest billed 
(which would be interest only for the period from the 


date of increase in loan to the anniversary date) and 
to premium. 


Allocation of Partial Payments on Loan 

If a debtor makes a partial payment, the commercial 
rule is that the payment is to be applied first to interest 
and then to principal.** 


Agreement as to Allocation 

However, if there is a definite agreement between 
debtor and creditor, there may be a payment of a 
specific amount of principal and a payment of interest 
only on the amount of principal paid. This is particu- 
larly applicable in the case of a bank note paid in 
advance, and especially so if the interest has been 
charged in advance. 


% An earlier Board decision, Hermann, 27 BTA 409, to the effect 
that interest on life insurance loans was deductible annually, has 
been overruled; see Hirsch, 42 BTA 566. 


* When Clothing Co., 1 BTA 973. 
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Creditor Directs Allocation 


A creditor on a cash basis may seek to defer his 
interest income by allocating a larger portion to prin- 
cipal, while the debtor may seek the immediate appli- 
cation of the largest amount possible to interest in 
order to obtain the immediate income tax deduction. 
While the general rule is that interest is to be paid 
before principal, the debtor usually tries to please the 
creditor; as a practical matter, if there has been no 
prior agreement, the creditor directs the allocation of 
a partial payment. 

If the taxpayer-debtor does not keep adequate records, 
and the creditor does keep adequate records, the Com- 
missioner will usually decide that the debtor must 
accept the identical allocation of the partial payment 
as made by the creditor. 


Allocation Unimportant to Creditor 
On an Accrual Basis 


Allocation as between principal and interest is unim- 
portant to a creditor on an accrual basis (except in the 
very rare case where the partial payment is less than 
the interest accrued and where compound interest can- 
not be charged even if the term of the loan exceeds one 
vear). Such a creditor has not really made an alloca- 
tion if he keeps only one account for the debtor for both 
principal and interest, even if interest is computed to 
the date of the partial payment. The taxpayer-debtor 
in this case is permitted to make his own allocation, 
subject to the general requirement of consistency ; the 
usual allocation is in accordance with the commercial 
rule of interest first. 


Bookkeeping by Debtor 

If a debtor on a cash basis keeps books, he should 
reflect a partial payment in his books in a manner 
similar to the books of the creditor ; that is, the debtor's 
books should show the base on which interest is to be 
computed, and that base should be the same as in the 
creditor’s books. It is desirable for the debtor to open 
accounts: (a) for the principal of the loan, excluding 
interest; (b) for the liability for interest unpaid, but 
added by the creditor to the base for computation of 
interest; (c) for the interest expense incurred but not 
paid, and not deductible until paid; and (d) for the 
interest expense paid and deductible. As entries are 
made to the last account (d) for interest expense paid 
transfers are made between the two former accounts: 
in account (b) for a reduction in the liability for 
interest unpaid, and in account (c) for a reduction in 
the interest expense deferred. 


Difference in Allocation Between 
Debtor and Creditor 


Cases may arise where both debtor and creditor keep 
adequate records, where there has been no agreement. 
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where debtor and creditor have made different allocations, 
and where there has been no notification of allocation 
by one to the other. In such cases the Commissioner 
will usually require consistency ; the method adopted 
in one year must be used in later years. 


Payments During Grace Period 
For Payment of Premium 


A cash payment made during the grace period of a 
bill for premium and interest, before the bill has been 
paid or otherwise settled, is to be applied to the bill. 
The rule is that a payment made during the grace 
period may be allocated first to the current interest 
billed ; and that it must be allocated to current premium 
billed before there is any payment of interest billed in 
a prior period. If there is no allocation to interest by 
the payor, or if only the premium is paid, the deduction 
for interest will not be allowed.** 


Payment During Period When There Is No 
Outstanding Unpaid Premium 


Even though a bill received earlier in the year for 
interest and premium was not paid in cash, but was 
settled by an increase in the policy loan, if later in the 
year, at a time when there are no current unsettled bills 
for premium or interest, a payment is made on account 
of the policy loan, the payment may be allocated first 
to any interest previously charged on the policy loan, 
and then allocated to that part of the principal of the 
loan which includes premium; the payment must not 
necessarily be allocated to the premium or interest due 
earlier in the year, although such allocation would 
have been required of a payment made during the 
grace period. This is in accordance with the general 
rule that any reduction in a policy loan—by cash pay- 
ment, by application of a dividend, or by application 
of all or part of the surrender value—is first a payment 
of interest, and thereafter a payment of other obliga- 
tions, just as the commercial rule is that any payment 
is applied first to interest and then to principal. As an 
accounting proposition the policy loan includes cash 
advances, net premium (premium less dividend), and 
interest; the portion of the policy loan which is for 
cash advances and for premium should be considered 
principal. 


Part Payment of Current Charges, and Simultaneous 
Increase in Loan, During Grace Period 


[f a taxpayer makes, during the grace period, a partial 
payment of the amount billed for interest and premium, 
whether or not the amount billed is reduced by a dividend, 
the payment may be applied first to current interest 
and then to current premium. The increase in policy 
loan, due to non-payment of part of the amount billed, 


‘In Alsberg, 42 BTA 61, the reasonable inference is that payments 
ere allocated by the petitioner to premium. 
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may be considered first a settlement (not payment) of 
premium (as reduced by the dividend) and then a set- 
tlement of unpaid interest. The taxpayer must indicate 
his allocation of the payment to the insurance com- 
pany and must keep records in conformity with his 
allocation. The writer’s recent experience is that this 
allocation will be allowed, if the taxpayer is consistent 
year after year. 


Short-term Note 


Where a short-term note is given for premium and 
interest, interest is deductible in the year in which the 
short-term note is paid in cash. Any payment, in 
whole or in part, on the short-term note may be allo- 
cated: first to payment of interest on the short-term 
note; then to the obligation for interest on the policy 
loan included in the note; and finally to the premium in- 
cluded in the note. A renewal of a short-term note, in 
whole or in part, is treated just as if it were the original 
short-term note. If a short-term note is not paid, but is 
settled by an increase in the formal policy loan, the items 
of interest and premium in the short-term note be- 
come items of interest and principal in the formal 
policy loan. 


Frequently a short-term note is paid in part at the 
same time that there is an increase in the formal policy 
loan to settle the balance of the short-term note. The 
partial cash payment of the short-term note should be 
applied to the obligation for which the note was given 
and should not be considered payment of any interest 
on the formal policy loan for the period ending on the 
date of payment. This is the sensible and fair book- 
keeping rule that a short-term obligation with a defin- 
ite due date is to be settled before a long-term or 
indefinite obligation. The debtor might choose to pay 
the interest on the formal policy loan, and might 
choose to make a smaller partial payment on the 
short-term note; but this may be unfair to the Govern- 
ment—the allocation may be considered unusual from 
a business point of view, and may indicate an intent to 
distort the transaction to achieve a desired income tax 
effect. The Commissioner will probably insist that a 
short-term note merely prolongs the grace period. The 
taxpayer-debtor might defeat the fair rule more easily 
by making a payment on the formal policy loan before 
or after the short-term note became due. 


Assignment of Policy to Bank 


A bank, or other creditor, before making a life insur- 
ance loan, usually requires that the insurance company 
be notified that the owner of the policy has made an 
absolute transfer of the policy to the bank. While, as 
between bank and insurance company, the legal fiction 
prevails that the bank is the owner of the policy, 
actually the bank is never entitled to more of the sur- 
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render value than is necessary to pay the loan and 
interest, and actually there is an equity in the policy 
for the transferor to the bank. The transfer to the 
bank is intended to be only a mortgage. The general 
rule is that the transferor or the person who actually 
received the proceeds of the loan and who actually 
pays the interest to the bank is entitled to the interest 
deduction. 


Interest on Loan After Transfer of 
Encumbered Policy 


If the assignment of an encumbered life insurance 
policy is intended to be an absolute transfer (by way 
of gift, sale, or in satisfaction of a prior loan), interest 
on the loan for the period after the date of transfer is 
allowable to the transferee when paid by the trans- 
feree; just as a donee may deduct interest paid on 
mortgaged real estate, even if the mortgaged property 
is non-income-producing, and even if used for personal 
purposes only.*® 

[f by some line of reasoning the Commissioner would 
attempt to rule that interest on a life insurance loan is 
not deductible if the loan was made prior to the date of 
transfer to the new owner, the new owner could pay 
off the loan, and could later make a new loan; or could 
effect a change in creditors. Interest on the new loan, 
or to the new creditor, would be deductible. It seems 
that the power to pay off and to create indebtedness 
enables an owner to deduct interest on a lien on any 
property owned. While the Commissioner might con- 
ceivably make personal liability for the debt a con- 
trolling condition for the allowance of the deduction 
for interest, he has not done so. 

In the case of a gift of an encumbered life insurance 
policy, the basis for gift tax would be only the actual 
ralue of the equity in the policy—the surrender value 
less the loan. An intention on the part of the donor to 
pay off the loan himself would not increase the gift or 
the gift tax until he actually made payments on the 
loan. 


If the former owner of the encumbered life insurance 
policy, who originally received the proceeds of the loan, 
continues to pay the interest on the loan after the 
transfer, presumably the interest deduction will be 
allowable to the payor, if payments have been made 
continuously by the payor. Such payments of interest 
probably would not be additional gifts, if at the time of 
gift the donor of the policy intended to pay off the loan 
and interest. 

If now the donee, the new owner of the policy, pays 
off the loan to the insurance company or to the bank, 
and if the donor, the former owner of the policy, con- 
tinues to pay interest on the loan, to the donee instead 
of to the insurance company, there is an interest deduc- 


% Regulations 103, Sec. 19.23(b)-1. 
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tion to the donor-payor and an interest income to the 
donee-recipient. 


Dividends on Life Insurance Policies 
Are Not Income 

The owner of a life insurance policy does not have 
to treat as income any portion of the dividend, even 
when received in cash, unless the total amounts received 
from the policy are in excess of the premiums paid." 
Part of the dividend may be attributable to favorable 
mortality experience, and part may be attributable to 
earnings in excess of 3% or 34%4% on the reserve; but 
no part of the dividend is income. (Under the New 
York State income tax regulations, however, the entire 
dividend on a paid-up life insurance policy is income, 
regardless of whether the dividend is due to favorable 
‘arnings or to favorable mortality experience.) *? 


Dividend Is a Reduction of Premium 


For federal income tax purposes the dividend received 
on a life insurance policy is considered a reduction of 
the premium. 


Where a loan is made by the insurance company, 
interest is usually billed to the anniversary date of the 
policy, at the same time that the premium is billed and 
the dividend notice is sent. Where the company bills 
the debtor for premium and interest, and indicates that 
the total amount billed may be reduced by the dividend, 
the dividend is to be applied to the premium. The 
debtor cannot say that the interest due has been paid 
by the dividend receivable. The dividend was not re- 
ceived in cash, and so the interest was not paid in cash. 
It is true that the debtor usually has the privilege of 
paying the gross amount billed and receiving the divi- 
dend in cash; however, unless the taxpayer has spe- 
cifically paid the interest in cash, no deduction is 
allowed. 


Allocation Where Dividend Is Greater 


Than Premium 


If the dividend is not received in cash, and is greater 
than the premium due, as a matter of expediency the 
Commissioner will permit the dividend to be applied 
first to current premium and then to current interest 
due. The Commissioner might conceivably insist that 
the entire dividend reduce the cost of the policy—that 
is, be applied to reduce the former premiums paid, as 
would be the case if there were no loan or if the divi- 
dend were received in cash. Actually, however, the 
Commissioner applies the doctrine of constructive receipt. 
but only to the excess of the current dividend over the 
current premium due; that is, only to that part of 
the dividend not used to settle the current pre- 





368 TRC 19.22(b)(2). 
31 New York State Income Tax Regulations, Article 39; N. Y. CT 


f| 15-153. 
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mium, the only part of the dividend which would ordi- 
narily be receivable in cash if there were no loan. 


Allocation Where Dividend Is Greater Than 


Premium and Current Interest 


\Vhere the dividend is greater than the current bill 
for premium and interest, and the excess is not received 
in cash but is used to reduce the policy loan, the usual 
rules for allocation are applicable. This reduction in 
policy loan, like any other reduction, may be allocated 
first to any interest included in the loan. 


Is Interest on a Life Insurance Loan 
Interest on Indebtedness? 


The allowance of an interest deduction on a life 
insurance loan may be unfair to the Government. Pay- 
ment of the interest is very similar to payment of 
premium, and may be the only feasible method of keep- 
ing in force the insurance risk. 


The actual insurance risk is only the face of the policy 
less the reserve.. The equity in an encumbered policy 
could be used to purchase paid-up insurance (or insur- 
ance and endowment) ; and, if the insured can pass the 
physical examination, a new policy can be taken out 
for the balance of the insurance risk. To make the 
situations comparable, the new policy should be on 
the same plan and should have the same maturity date 
as the old policy. The premium on the new policy will 
be approximately equal to the total of premium and 
interest on the old policy. Actually, borrowing on a 
policy is a method of receiving back that part of the 
former premiums not used for annual term insurance. 
If the insured increases the loan each year to the maxi- 
mum loan value, in effect he is maintaining renewable 
term insurance at, of course, annually increasing rates. 


» 


Regardless of what the insurance company calls it, 
any payment the effect of which is to maintain a life 
insurance risk is similar to premiums on life insurance 
policies. By express provision of the law premiums 
paid are not deductible; ** and this provision is equally 
applicable to taxpayers on the cash basis and to tax- 
payers on the accrual basis. On this line of reasoning 
a conceivable ruling would be that a loan, if made by 
the insurance company, is not indebtedness; that the 
manner of stating the amount due has been simplified 
to accord with bookkeeping formalities; but that the 
formalities do not change the substance. Such a con- 
ceivable ruling would not affect a life insurance loan 
obtained from a bank; and it is unlikely that the Com- 
missioner will attempt to treat more harshly the poorer 
people who make loans directly from the insurance 
company than the wealthier people who are more likely 
to make loans from banks. So it is unlikely that there 
will be any change in the present rule, which is that the 


IRC 19.24(a)(1); IRC 19.24(a) (4). 
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full amount of the loan is indebtedness, and that the 
full amount of interest is deductible. 


May the 3% Annual Earnings on the Reserve 
Be Beneficially or Constructively Received 
To the Extent of Interest on the Policy Loan? 


Just as the Commissioner refuses to allow, to a cash 
method taxpayer, an interest deduction for the annual 
increase in a life insurance loan due to charges for 
interest, so the Commissioner does not consider that 
the owner of a life insurance policy has constructively 
received any part of the annual contractual increase in 
the cash surrender value of the policy, even though the 
increase, to the extent of about 3% of the surrender 
value, is similar to interest on a savings account. In 
most cases, of course, the 3% annual increment would 
not be taxable, even if constructively received, because 
of special provisions of the law as to life insurance.*® 
In most cases, the practical effect is that the 3% annual 
increment is forever non-taxable; yet the Commis- 
sioner must, eventually if not immediately, permit 
deduction for interest on a loan used to carry the asset 
which is producing the non-taxable income, because a 
life insurance policy is not really an interest-bearing 
obligation. 

Viewed purely as a tax matter, it is not so imprac- 
ticable to compel every life insurance policyholder to 
include as taxable income on the anniversary date of 
the policy 3% of the reserve or cash surrender value of 
the policy. This would be treating policyholders the 
same as annuitants. While the 3% on the reserve is not 
received in cash, it is used to reduce the cash needed to 
pay a contract obligation ; or if not so used, but under 
the terms of the policy left with the company (as in the 
case of a single-premium policy, or a paid-up policy), 
there is a sufficiently definite increase in value to justify 
taxation. The increase in value of the policy is similar 
to the increase in value of federal savings bonds. Appli- 
cation of the new law to all existing policies would not 
be unconstitutional ; just as all annuities, even though 

created prior to 1934, became subject to the tax on 
annuities first imposed by the Revenue Act of 1934. 
If the 3% annual increment in reserve value is subject 
to tax, the interest charged on a policy loan would have 
to be considered paid by application of the increment. 

If it is desirable that life insurance and installment 
saving be encouraged, there could be a limited exemp- 
tion; the first $1,000 of increment in value of life 
insurance policies could be exempt from income tax— 
but the interest on life insurance loans, like the interest 
on loans obtained from tax-exempt building and loan 
associations, could be allowable in full. 

The annual increment in reserve value of a policy 
which the owner does not intend to receive during the 


% IRC 19.22(b) (2). 
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lifetime of the insured is somewhat like the rental 
value of real estate which an owner does not intend to 
rent. The possession of a policy with a reserve value 
certainly reduces the cash necessary to maintain the 
insurance, to the extent that the premium due has been 
reduced by a supposed earning of 3% on the reserve 
value. The possession of a home certainly reduces the 
cash expenditure, which would otherwise have to be 
‘paid as rent, by that part of the rent which would be 
taxable income of the real estate if owned by another. 
While all real estate and much personal property are 
subject to direct taxes on value, and while this value is 
ascertained by capitalizing the actual or prospective 
use or rental value, at present the thought is that the 
mere possession or enjoyment of assets is not an indi- 
cation of the ability to pay an income tax. 


Even under the present law, under the doctrine of 
constructive receipt, the Commissioner might con- 
ceivably attempt to disallow interest on life insurance 
loans, if in any year the increase in cash surrender 
value is greater than the premium paid, to the extent 
of this excess, which is obviously due to an interest 
earning on the reserve. Ifthe Commissioner were con- 
sistent, and extended this doctrine of constructive receipt 
or constructive benefit to other situations, he could close 
many loopholes. Thus, he could treat as income that 
portion of any fully-secured loan which is in excess of 
the cost or other basis of the assets pledged, as a mere 
promise to pay should not defer the income tax on 
cash actually received, and the pledge is practically 
equivalent to a sale with an option to repurchase. 
The Commissioner could also disallow depreciation 
on mortgaged property if the depreciation reduced the 
book value of the equity below zero. Even as to tax- 
payers on the accrual basis the Commissioner could 
disallow unpaid accrued interest and taxes on mort- 
gaged property not worth the face of the mortgage, 
unless the mortgagee could have recourse to other 
assets, which recourse might depend on the degree of 
solvency of the mortgagor, etc. But it is not likely 
that the Commissioner will attempt to make any such 
general rulings in connection with life insurance or 
other situations, unless there is a specific change 
in the law. 


Limitations of Interest on Life Insurance Loans 


Even if it is impracticable to tax as income annually 
any increment in the reserve or surrender value of a 
life insurance policy (just as it is unconstitutional or 
impracticable to tax the interest earned on municipal 
securities), it is fair, but only by a change in law, to 
limit the deduction for interest on life insurance loans 
to interest paid in excess of the rate of 3%. It would 
even be fair to limit the interest deduction on life 
insurance loans to the absolute amount which is in 
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excess of 3% of the surrender value. Any interest paid 
but not allowed as a deduction could be considered a 
non-capitalizable item, like a personal expense; or, 
under certain conditions, could be added to the cost of 
the policy. 

Similarly, it would be fair to limit the interest and 
tax deductions on residence property to the amount 
which is in excess of the rental value. If ownership of 
small homes is to be encouraged, there could be a small 
exemption from this limitation. 


Interest on Loans Secured by Paid-up Policies 


The attitude of Congress has been that life insurance 
and installment saving should be encouraged. That is 
the reason for income tax and estate tax favoritism to 
life insurance, to employees’ pension trusts, and to 
building and loan associations. 

A paid-up life insurance policy no longer involves in- 
stallment savings; is more like an investment than a true 
insurance contract; and, under present law, is always 
partially exempt from income tax to the extent that 
the earning on the reserve pays the cost of pure insur- 
ance, and is fully exempt from all income tax if the policy 
does not mature or is not collected until death of the 
insured. To permit deduction of interest on a loan 
secured by a paid-up policy is a glaring loophole. 


Proposals for Deductibility of Life 
Insurance Premiums 


There seems to be very little merit in the proposals 
that an income tax deduction be allowed for life insur 
ance premiums paid, not to exceed a percentage of the 
taxable income. That would certainly encourage the 
purchase of single-premium insurance with borrowed 
money (even if the interest paid were not allowed as a 
deduction). It would become more important to attempt 
to tax the earning on the reserve value, and some 
limitation on the interest deduction on loans secured 
by life insurance policies would become absolutely 
necessary. Also, proceeds of life insurance policies 
received during the life of the insured should then 
become taxable to the extent that the premiums were 
allowed as a deduction ; and that would call for detailed 
rules as to allocation. 


Possible Simplification of Rules 


The exposition in this article of income tax pro) 
lems of life insurance loans may have developed some 
tricky rules—fine for the legal technician, but an unfair 
burden to an inexperienced taxpayer. That is the result 
of framing a law or regulation in general terms, ard 
then forcing the taxpayer to prove that his particular 
situation is both within the intent of the law avd 
within the verbiage; when, in all fairness to the tax- 
payer, he should be required only to indicate in what 








1942 October, 1942 LIFE INSURANCE LOANS—INTEREST DEDUCTIBILITY 627 











paid way a different ruling, or an exception to the general if the debtor obtained from the creditor a consent to 
oda ruling, would bring his particular situation within the report the income; this consent could be an informa- 
or, intent of the law. The Commissioner should not be tion return prepared in duplicate and signed by both 
st of able to assert a tax in every situation which is within debtor and creditor. Even if the creditor did not 
the verbiage or the intent of the law or regulation. choose to report as income unpaid interest accrued 
and Realism is the essence of a fair accounting method. on an unsecured loan, the deduction might still be 
unt The change from cash method to accrual method should available to the debtor, subject to the provision that 
p of be made easier for the taxpayer. The taxpayer should any interest deducted in one year but not paid in the 
nall not be forced to anticipate so early as during the first following year must be reported asincome. If optional 
ninety days of the taxable year that the computation methods are available, the change from one method to 
of taxable income on the cash method will be detri- the other should be easy. 
mental to him. The use of the new form 1040A, which omits all 
_ There should also be greater liberality in the recog- deductions, makes optional methods harder to admin- 
is Ee nition that cash is not the only deduction-determining ister, as form 1040A does not indicate what optional 
ste factor to taxpayers using the cash method. As to in- method a taxpayer has adopted. While form 1040A 
ia. come, the doctrine of constructive receipt fully pro- has no question similar to the question on form 1040 
tects the Government. As to deductions, some doctrine relating to the optional treatment of interest income 
sa of constructive payment, even if given very narrow from federal savings bonds, if no income from such 
we application, would reflect more truly the actual net bonds has been reported (note that form 1040A does 
nie income than the present cash method. not contain a separate line for interest on Government 
heat Whether or not there is any limitation on the interest bonds), it is apparent that the option of deferring the 
a deduction for life insurance loans, it would make for income has been chosen. Similarly, if there should be 
—_ simplification and for all-around fairness if the interest an option as to deductibility of interest, if form 1040A 
Ped on life insurance loans, and on other fully-secured loans, is used, it may be presumed that the taxpayer is not 
ina were deductible on the day in which there is a deducting interest until actually paid, unless the op- 
computation of interest for a prior period not longer tional method of deducting interest prior to payment 
than one year.*** In the case of interest computed in was adopted in a prior year. 
advance, the interest could be deductible at the expira- Rather hesitatingly, it is also suggested that if a 
tion of the period for which computed, if such period deduction is made for interest computed for other than 
is not more than one year. If the interest has been for a period of not more than twelve months ending 
s computed in advance for a period of more than one within the taxable year, such deduction could be con- 
o vear, the deduction could be allowed in proportionate sidered similar toa long-term loss and recognized only 
ms annual amounts on the anniversary of the computation. to the extent of 50%. Income to the creditor could 
In the case of an installment loan there could be some _ still be recognized at 100%, no matter for what period 
es provision for computing the average annual outstand- computed, and no matter how late after the period 
skis ing principal, and for making the interest deduction of computation the income is reported. 
mp proportional to the average principal, in order to get 
ia a larger deduction in the earlier years. Final Remark 
- As to partially-secured loans and _ unsecured The final remark will be that Congress has the 
— loans, the taxpayer could be given the option of deducting power to eliminate entirely the deduction for any 
see interest on the same basis as on a fully-secured loan, interest paid.*° 
ere * See note 32, supra. « Brushaber, 36S. Ct. 236; 1 ustc {| 4. 
led 
Calendar of 1942 Legislative Sessions 
State Convened Adjourned State Convened Adjourned 
: Arizona (1st Sp.).. Apr. 6 Apr. 25 Michigan (2d Sp.) ..Feb. 9 Feb. 27 
ae California (2d Sp.) Jan. 17 Jan. 18 Mississippi oe © Mar. 23 
we Kentucky . ..Jan. 6 Mar. 3 New Jersey ............Jan. 13 wie 
wid Kentucky (Ist Sp.) ..Mar. 5 Apr. 8 eer Jan. 7 * Apr. 24 
rd Louisiana May 11 July 9 Pennsylvania (1st Sp.)... Feb. 17 Apr. 10 
has | Louisiana (1st Sp.) Aug. 20 Aug. 29 Rhode Island ........... Jan. 6 Apr. 30 
me Maine (lst Sp.). Jan. 12 Jan. 24 South Carolina .. Jan. 13 Mar. 14 
-_ Massachusetts (1st Sp.)... Jan. 26 Jan. 31 Virginia ....... .Jan. 14 Mar. 28 
Michigan (1st Sp.)....... Jan. 9 Jan. 27 Virginia (1st Sp.) Sept. 29 


































































































































ALABAMA 
Nov. 1 
Annual license and privilege taxes delin- 
quent. 
Automobile dealers’ reports due. 
Nov. 10— 


Alcoholic beverage reports due from dis- 
tributors, retailers and wholesalers. 

Automobile dealers’ reports due. 

Oil and gas conservation tax due. 

Tobacco use tax reports and payments due. 

Tobacco wholesalers’ and jobbers’ reports 
due, 

Nov. 15— 

Gasoline tax reports due from carriers’, 
transporters and warehouses. 

Last day for motor vehicle registration. 

Lubricating oils tax reports due from 


carriers, transporters, and warehouses. 
Motor carriers’ mileage tax and reports 
due. 
Nov. 20—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline inspection taxes and reports due. 

Lubricating oils tax and reports due. 

Motor fuel tax and reports due. 

Sales tax reports and payment due. 


ARIZONA 


Nov.—First Monday—— 
Bank share tax installment delinquent. 


Property tax (semi-annual installment) 
delinquent. 
Nov. 5—— 


Alcoholic beverage licensees’ reports due. 


Nov. 15— 
Gasoline tax reports and payments due. 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax and reports due. 

Nov. 25— 
Motor fuel carriers’ reports due. 


ARKANSAS 
Nov. 10—— 
Alcoholic beverage taxes and reports due. 
Beer consumers’ sales tax due. 
Motor fuel carriers’ reports due. 
Natural resources—statement of purchases 
due. 
Natural resources severance tax reports 
and payment due. 
Nov. 15— 
Income tax (second installment) due. 
Light wine and beer purchasers’ reports 
due. 
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Wine manufacturers’ 
due. 


Nov. 20—— 
Gross receipts tax and reports due (by 
regulation; under law, Nov. 15). 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 


reports and taxes 


CALIFORNIA 
Nov. 1—— 

Common carriers’ distilled spirits tax and 
reports due. 

Gasoline tax due. 

Real property tax and personal property 
tax secured by real estate (semi-annua 
installment) due. , 

Nov. 15—— 

Distilled spirits tax and reports due. 

Gasoline tax reports due. 

Use fuel tax reports and tax due. 

Nov. 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 

Nov. 5—— 

Motor carriers’ taxes due. 
Nov. 10 

Motor carriers’ reports due. 

Wholesalers’ alcoholic beverage 

due. 

Nov. 14— 

Sales tax reports and payment due. 

Use tax reports and payment due. 
Nov. 15—— 

Coal mine owners’ reports due. 

Coal tonnage tax reports due. 

Service tax reports and payment due. 
Nov. 25—— 

Gasoline tax reports and payment due. 





reports 


CONNECTICUT 
Nov. 1—— 
Gasoline tax due. 
Property tax returns due. 
Nov. 15— 
Gasoline tax reports due. 
Railroad tax (semi-annual 
due. 
Street railway 
ment) due. 
Nov. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 


installment) 


tax (semi-annual install- 
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DELAWARE 
Nov. 15—— 
Alcoholic beverage reports due from man- 
ufacturers and importers. 
Filling stations’ gasoline tax reports due. 
Nov. 30—— 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax and reports due, 


hs 


DISTRICT OF COLUMBIA 


Nov. 10— 
Licensed manufacturers’ 
beer reports due. 
Licensed manufacturers, wholesalers, or 
retailers alcoholic beverage reports due. 
Nov. 15— 
Beer taxes due. 
Nov. 30—— 
Gasoline tax reports and payment due. 


and wholesalers’ 


FLORIDA 
Nov. 1—— 
Property taxes due. 
Nov. 10—— 


Manufacturers’ and deaiers’ alcoholic bev- 
erage reports due.. 
Nov. 15—— 
Alcoholic beverage reports due from car- 
riers and transporters. 
Carriers’ dealers’ and importers’ gasoline 
reports due, 
Gasoline tax reports and payment due. 
Motor vehicle fuel use tax and reports due. 
Nov. 30—— 
Motor transportation company taxes and 
reports due. 


GEORGIA 
Nov. 1—— 
Corporation registration statements and 
fees due. 
Nov. 10—— 


Tobacco wholesale dealers’ reports due. 
Nov. 15— 
Malt beverage tax reports and payment 
due. 
Nov. 20—— 
Gasoline tax reports and payment due. 


IDAHO 
Nov. 10— 
Beer dealers’ reports due. 
Nov. 15— 
— power company reports and taxes 
ue. 
Gasoline tax reports and payment due. 
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ILLINOIS 


Nov. 10— 
Motor carriers’ mileage tax due. 


Nov. 15-— 
Cigarette tax returns due. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s manufacturers’ and im- 
porting distributors’ reports on alcoholic 
beverages due. 
Nov. 20—— 
Gasoline tax reports and payment due. 
Oil production taxes and reports due. 
Petroleum products reports and inspection 
fees due, 
Nov. 30—— 
Transporters’ gasoline tax reports due. 


INDIANA 
Nov.—First Monday—— 
Property tax (semi-annual 
due. 
Nov. 15-— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Nov. 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangibles 
tax reports and payment due. 


installment) 


Nov. 25— 
Gasoline tax reports and payment due. 


IOWA 
Nov. 10— 
Beer taxes and reports due from class A 
permittees. 
Carriers’ gasoline tax reports due. 
Nov. 20—— 
Gasoline tax reports and payment due. 


KANSAS 
Nov. 10— 
Malt beverage reports and taxes due. 
Nov. 15—— 


Carriers’ gasoline tax reports due. 

Compensating tax reports and payment 
due. 

Motor carriers’ gross ton mileage tax re- 
ports and payment due. 


Nov. 20—— 
Sales tax reports and payment due. 


Nov. 25—— 
Gasoline tax reports and payment due. 


KENTUCKY 
Nov. 10—— 
Amusement and entertainment taxes and 
reports due. 
Cigarette tax reports due. 
Gasoline tax reports due from importers 
and refiners. 


Nov. 15—— 

Alcoholic beverage reports due. 

Income tax (third installment) due. 

Motor vehicle fuel tax (other than gaso- 
line) reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utility gross receipts tax reports 
and payment due. 


Nov. 20—— 


Oil production tax reports and payment 
due. 


Nov. 30—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 


LOUISIANA 
Nov. 1—— 
Pipe line transportation tax due. 
Public utility license tax due. 
Tobacco wholesalers’ reports due. 


Nov. 10 
Importers’ gasoline tax reports and pay- 
ment due. 
Importers’ kerosene tax reports and pay- 
ment due. 
Importers’ light wine and beer tax reports 
due. 
Importers’ lubricating oils tax reports due. 





Nov. 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax (third installment) due. 
Intoxicating liquor manufacturers’ and 

dealers tax reports due. 

Tobacco wholesalers’ reports due. 


Nov. 20—— 

Dealers’ gasoline tax reports and payment 
due. 

Dealers’ kerosene tax reports and payment 
due. 

Fuel use tax and reports due. 

Light wine and beer manufacturers’ and 
dealers’ tax reports due. 

Lubricating oils tax due; dealers’ reports 
due. 

New Orleans sales tax reports and pay- 
ment due. 

Petroleum solvents reports due. 





MAINE 


Nov. 10—— 
Malt beverage manufacturers’ and whole- 
salers’ reports due. 
Nov. 15—— 
Use fuel tax and reports due. 
Nov. 30—— 
Gasoline tax and reports due. 


MARYLAND 
Nov. 10—— 
Admissions tax payment due. 
Nov. 30—— 


Beer tax reports and payment due. 

Gasoline tax reports and payment due. 

Reports due from purchasers of motor fuel 
in cargo lots. 


MASSACHUSETTS 
Nov. 10—— 


Alcoholic beverage tax reports and pay- 


ment due. 
Meals tax reports and payment due. 








Nov. 15—— 
Cigarette distributors’ tax 
payment due. 
Nov. 30—— 
Gasoline tax reports and payment due. 


reports and 


MICHIGAN 
Nov. 1—— 
Gas and oil severance tax reports and pay- 
ment due. 
Nov. 5—— 


Carriers’ gasoline tax reports due. 
Nov. 10—— 
Common and contract carriers’ fees and 
reports due, 
Nov. 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Nov. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 





MINNESOTA 
Nov. 1 
Property tax (second semi-annual install- 
ment) due. 
Nov. 10—— 
Iron ore severance tax reports due from 
carriers. 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
Nov. 15— 
Interstate motor carriers’ mileage tax due. 
Nov. 25—— 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. 


MISSISSIPPI 
Nov. 5—— 
Factory reports due. 
Nov. 10—— 


Admissions tax reports and payment due. 
Nov. 15—— 

Gasoline tax reports and payment due. 

Light wine and beer distributors,’ retailers’ 
and wholesalers’ reports due. 

Sales tax reports and payment due. 

Tobacco reports due from distributors, 
manufacturers and wholesalers. 

Timber severance tax and reports due. 

Use tax reports and payment due. 


MISSOURI 
Nov. 5—— 
Non-intoxicating beer permittees’ reports 
due. 
Nov. 15—— 


Alcoholic beverage reports due. 
Property tax returns due in first class 
cities. 
Retail sales tax reports and payment due 
Noy. 25— 
Gasoline tax due. 
Use fuel tax and reports due. 


MONTANA 
Nov. 15— , 
Brewers’ and wholesale liquor dealers’ tax 
reports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Railroad companies’ gasoline tax reports 
due. 


Nov. 20—— 


Crude petroleum reports due from dealers, 
producers, refiners and transporters. 
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Nov. 29—— 

Telephone company taxes and reports due. 
Nov. 30—— 

Bank share tax due. 

Freight line company tax due. 

Last day to pay metalliferous mine license 


tax. 
Property tax (semi-annual installment) 
due. 
NEBRASKA 
Nov. 1—— 
Bank share tax due. 
Express company taxes due. 
Nov. 15— 
Alcoholic beverage manufacturers’ and 


wholesale distributors’ reports due. 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 


NEVADA 
Nov. 15—— 
Carriers’ gasoline tax reports due. 
Nov. 25—— 


Dealers’ and users’ 
and payment due, 
Fuel users’ tax reports and payment due. 


gasoline tax reports 


NEW HAMPSHIRE 
Nov. 1—— 
Gasoline tax due. 
Nov. 10—— 
Alcoholic beverage taxes and reports due. 
Nov. 15— 
Gasoline tax reports due. 


NEW JERSEY 
Nov. 1—— 
Bank share tax 
due. 
Property tax (quarterly installment) due. 
Nov. 10—— 
Excise tax reports and payment due from 
busses in interstate commerce. 
Gross receipts taxes and reports due from 
busses and jitneys in municipalities. 
Nov. 15— 
Alcoholic beverage taxes and reports due 
from distributors, importers, manufac- 
turers, transporters, and warehousemen. 


(quarterly installment) 


Nov. 30—— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 
Nov. 15— 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation reports due. 
Severance taxes and reports due. 
Nov. 20—— 
Motor carriers’ reports and taxes due. 
Nov. 25— 
Gasoline tax reports and payments due. 
Use or compensating tax reports and pay- 
ment due. 5 


NEW YORK 
Nov. 15—— 
Additional tax due from transmission and 
transportation companies. 
Franchise (income) tax (second install- 
ment) due. 
Nov. 20—— 
Alcoholic beverage taxes and reports due. 
Nov. 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
returns and payment due. 





Nov. 30— 
Electric, gas, water, etc., company reports 
and taxes due. 
Gasoline taxes and reports due. 
Insurance company premiums taxes and 
reports due. 


NORTH CAROLINA 
Nov. 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage tax and re- 
ports due. 
Nov. 15—— 
Sales tax reports and payments due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 
Nov. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Franchise carriers’ 
and taxes due. 


and haulers’ reports 


NORTH DAKOTA 
Nov. 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 


OHIO 
Nov. 10—— 


Admissions tax reports and payment due. 
Alcoholic beverage reports due from class 
A and B permittees. 
Nov. 15—— 
Cigarette use tax reports and payment due. 
Nov. 20—— 
Dealers’ gasoline tax reports due. 
Nov. 30 
Carriers’ gasoline tax reports due. 
Gasoline tax due. 








OKLAHOMA 


Nov. 1—— 
Oil, gas and mineral gross production tax 
reports and payment due. 
Property tax (installment) due. 


Nov. 5—— 
Operators’ reports of mines other than 
coal due. 
Nov. 10—— 
Airports’ gross receipts tax reports and 


payment due. 
Alcoholic beverage reports and payment 
due. 
Nov. 15—— 
Gasoline tax reports and payment due. 
Petroleum products tax and reports due. 
Sales tax reports and payment due. 
Nov. 20 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Use fuel oil tax reports and payment due. 
Use tax reports and payment due. 





OREGON 
Nov. 10—— 
Oil production tax reports and payment 
due. 


Nov. 15— 
Property tax (quarterly installment) due. 
Nov. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Gasoline tax reports and payment due. 
Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
Nov. 10—— 

Importers’ spirituous and vinous liquor re- 
ports due. 

Malt beverage reports due. 

Nov. 15— 

Employers’ return of tax withheld at 
source due under Philadelphia income 
tax law. 

Manufacturers’ alcoholic beverage tax re- 
ports and payment due. 

Nov. 30— 
Gasoline tax reports and payment due. 


RHODE ISLAND 
Nov. 10— 
Manufacturers’ alcoholic beverage reports 
due. 
Nov. 15—— 
Gasoline tax reports and payment due. 


SOUTH CAROLINA 

Nov. 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax return and pay 

tax. 

Nov. 20—— 
Dealers’ fuel oil reports due, 
Gasoline tax reports and payment due. 
Use fuel oil tax and returns due, 


SOUTH DAKOTA 

Nov. 1—— 

Passenger motor carriers’ taxes due. 
Property tax (second installment) delin- 
quent, 

Nov. 10— 
Interstate motor 

taxes due. 

Nov. 15— 
Alcoholic beverage sales tax reports due 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Dealers’ gasoline tax reports due, Tax due 

in 30 days. 
Sales tax reports and payment due. 
Use fuel tax and reports due. 
Use tax reports and payment due. 


carriers’ reports and 


TENNESSEE 
Nov. 1—— 
Cottonseed oil mill reports due during 
month. 
Nov. 10—— 


Barrel beer tax due. 
Carriers’ gasoline tax reports due, 
Last day to file alcoholic beverage tax 
reports. 
Nov. 15—— 
Carriers’ use fuel oil reports due. 
Use fuel oil reports due. 
Nov. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Liquid carbonic acid gas tax due. 


TEXAS 
Nov. 15— 


Oleomargarine dealers’ taxes and reports 
due. 
































































































Nov. 
Car 
Gas 
Liq 


Nov. 
Cal 


Ni 




































































































due. 


pay- 


re 


at 
ome 


Orts 


lue. 


pay 


lin- 
and 


jue 


jue 


fax 


ay: 


rts 


October, 1942 


FEDERAL TAX CALENDAR 


Nov. 20—— 
Carriers’ motor fuel tax reports due. 
Gasoline tax reports and payment due. 
Liquefied gas and liquid fuel use tax and 





reports due. 
Nov. 25 
Carbon black production tax reports and 
payment due. 
Cement distributors’ taxes and reports 
due. 
Natural gas production tax reports and 


payment due. 
Oil production tax reports and payment 
due. 
Theatres’ prizes and awards tax reports 
and payment due. 
Nov. 30 
Property tax (first installment) due. 





UTAH 
Nov. 10— 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 
Nov. 15—— 
Distributors’ and retailers’ 
reports and payment due. 
Sales tax returns and payment due. 
Use fuel tax and reports due. 
Use tax returns and payment due. 


gasoline tax 


VERMONT 
Nov. 10— 
Aleoholic beverage tax reports and pay- 
ment due. 


Property tax payable in installments due. 
Nov. 15— 
Electric light and power company tax re- 
ports and payment due. 
Nov. 30-— 
Gasoline tax reports and payment due. 
National bank deposits tax due. 


VIRGINIA 
Nov. 10— 
Beer dealers, bottlers and manufacturers’ 
reports due. 
Nov. 20 





Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. 
Use fuel tax and reports due. 


WASHINGTON 
Nov. 10—— 
Malt products brewers and manufacturers’ 
reports due. 
Nov. 15—— 
\dmissions tax reports and payment due. 
Butter substitutes reports and taxes due. 
Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. 
Gross income tax returns and payment due. 
Publie utility gross operating tax reports 
and payment due. 
Sales tax reports and payment due. 
Use fuel tax and reports due. 
Use tax reports and payment due. 
Nov. 30—— 


Property tax (semi-annual installment) 
due. 
WEST VIRGINIA 
Nov, 1— 
Bank share tax due. 
Property tax (semi-annual installment) 
due. 
Nov. 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 





FEDERAL TAX CALENDAR 


Nov. 15— 


Sales tax reports and payment due. 


Nov. 30—— 


Gasoline tax reports and payment due. 


WISCONSIN 


Nov. 10—— 


Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 


Nov. 20—— 


Gasoline and diesel fuel tax reports and 
payment due. 


Nov. 30—— 


Privilege dividend tax due. 


WYOMING 
Nov. 10— 
Bank share tax (semi-annual installment) 
due. 
Carriers’ gasoline tax reports and pay- 
ment due. 
Property tax (semi-annual installment) 
due. 
Nov. 15—— 


Dealers’ gasoline tax reports due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax and reports due. 
Nov. 20—— 

Motor carriers’ taxes and reports due. 





FEDERAL TAX CALENDAR 


Nov. 15.—— 
Corporation income tax and excess profits 
tax returns due for fiscal year ended 
August 31. Forms 1120 and 1121, 


Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for fiscal 
year ended May 31, by general exten- 
sion, with interest at 6% from August 15 
on the first installment. Forms 1120 and 
1121. 


Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended August 31. Forms 1040, 
1040A, 1041, 1120, 1121, 1120H, 1120L. 


Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended May 31. Forms 1040B, 
1040NB, 1040NB-a, 1120NB., 

Fiduciary income tax return due for fiscal 
year ended August 31. Form 1041. 

Foreign corporations—see ‘‘Nonresident 


foreign corporations’ and ‘‘Resident for- 
eign corporations’”’ below. 








Foreign partnership return of income due 
by general extension for fiscal year end- 
ed May 31. Form 1065. 


Individual income tax return due for fiscal 
year ended August 31. Form 1040, 


Individual income tax returns due by gen- 
eral extension for fiscal year ended May 
31, in case of American citizens abroad. 
Forms 1040 and 1040A, 


Last quarterly income-excess profits tax 
payment due for fiscal year ended No- 
vember 30, 1941. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 


Last quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended August 31, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax returns 
due for fiscal year ended August 31. 
Form 1120L. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for October. 
Form 957. 


Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended May 31. Form 
1040B. 


Nonresident alien individual income tax 


return due (no U, S. business or office) 


for fiscal year ended May 31. Forms 
1040NB, 1040NB-a. 
Nonresident foreign corporation income 


tax return due for fiscal year ended 
May 31. Form 1120NB. 


Partnership return of income due for fiscal 
year ended August 31. Form 1065. 


Resident foreign corporations—returns due 
for fiscal year ended May 31, by gen- 
eral extension. Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended May 
31. Forms 1040, 1040A, 1041, 1120, 1120H, 
1120L, 1121. 


Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended February 28, 1942. Forms 1140B, 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for October. Form 838. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended Feb- 
ruary 28, 1942. Forms 1040, 1040A, 1041, 
1120, 1120H, 1120L, 1121. 


Nov. 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for October, Form 
1012. 


Nov. 30—— 

Admissions, dues and safety deposit box 
rentals tax due for October, Form 729. 
Excise taxes on gasoline, lubricating oils, 
and matches, due for October. Form 

726. 

Excise taxes on sales by manufacturers, 
producers, or importers due for October. 
Form 728. 

Excise taxes on telegraph and telephone 
facilities, transportation of oil by pipe 
line, and passenger transportation due 
for October. Form 727. 

Processing taxes on certain vegetable oils 
due for October. Form 932. 

Retail dealers’ excise tax and returns due 
for October on jewelry, furs and toilet 
preparations, Form 728a, 


Sugar (manufactured) tax due for October. 
Form 1 (Sugar). 





































































PROPOSED CHANGES IN FEDERAL 
TAXATION OF COMMUNITY 
PROPERTY: ESTATE AND 
GIFT TAXES 


George E. Ray, Member of the Massachu- 
selts and New York Bars 


30 California Law Review, July, 1942, 
p. 527-546 


The problem of the effect of the com- 
munity property system on the federal 
estate tax has not attracted nearly as much 
attention as has the problem of the effect 
of the system upon the federal income tax. 
The two questions bear a considerable sim- 
ilarity since the community property system 
may be said to afford the opportunity to 
taxpayers in community property states to 
pay lesser amounts in estate taxes than do 
taxpayers in non-community property states 
similarly situated but holding their prop- 
erty as the separate property of the husband 
rather than as community property. In 
non-community property states the hus- 
band’s separate property is subjected to the 
federal estate tax without division between 
the spouses, unless the husband and wife 
have divided their property so as to each 
hold title to the property as separate prop- 
erty or as tenants in common. If the spouses 
hold their property as tenants by the en- 
tirety or as joint tenants they may find dif- 
ficulty in dividing the property between 
themselves for estate tax purposes, unless 
they can prove that each spouse brought 
in one-half of the property. On the other 
hand, in the community property states as 
a rule only one-half of the community prop- 
erty is includable in the husband’s estate 
upon his death. The other one-half of the 
property is subject to estate tax on the 
death of the wife. 


Three principal] differences exist in the 
possible estate tax burdens of spouses in 
non-community property states and those 
in community property states with respect 
to property all of which has been earned 
by the husband; (1) The difference between 
the tax on a given amount and a tax on 


half that amount, where the husband dies 
first and the wife is to have all the property, 
since the tax in a non-community property 
state is on all the family property and in 
a community property state it is on only 
one-half the property. (2) The difference 
between the tax on a given amount and twice 
the tax on one-half of that amount, where 
a child is to receive all the property passing 
at the death of either parent since in a non- 
community property state the tax is levied 
on all the property upon the father’s death 
and in a community property state one-half 
of the property is taxed at the death of each 
parent. (3) The difference between the tax 
on one-half of the given amount and no 
tax at all, where the wife dies first and the 
husband is to have all the property, since 
in a non-community property state there is 
no tax and in a community property state 
one-half of the property is taxed upon her 
death. 


Gift Tax 


Discrimination in favor of spouses in com- 
munity property states appears to arise from 
the fact that where a gift of community 
property is made each spouse is considered 
to have made a gift of one-half of the value 
of the property, the same result may be 
achieved in non-community property states 
by transfers from one spouse to the other 
with subsequent gifts by each of the spouses, 
or by gifts of property held in tenancy in 
common, except that in the non-community 
property states a gift tax liability might 
have been incurred on the interspouse trans- 
fer or creation of the tenancy in common. 


Conclusion 


Thus it seems clear that the residents of 
community property states and other juris- 
dictions, to the extent that our federal tax 
laws are applicable to them, possess certain 
advantages over the residents of non-com- 
munity property states with respect to the 
federal income, estate and gift taxes. The 
advantage arising from the fact that spouses 
residing in community property states may 
divide their earned income for federal in- 
come tax purposes is clear. In the case of 
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income from property it is less pronounced, 
since the residents of non-community prop- 
erty states may hold their property as sep- 
arate property or in tenancy in common 
and thereby obtain the same income tax 
advantages but at a gift-tax price. The 
residents of the community property states 
also possess advantages with respect to the 
estate tax arising from the fact that if the 
husband dies first only one-half of the com- 
munity property is includable in his estate. 
The advantage is only partially offset by 
the fact that if the wife dies first one-half 
of the community property must be included 
in her estate. Residents of non-community 
property states can achieve a like result by 
a transfer from the husband to himself and 
wife as tenants in common or by a transfer 
of one-half the property to his spouse as her 
separate property, but this can be done only 
at the gift-tax price. Under the gift tax a 
similar advantage obtains in the case of a 
gift of community property. 

If, however, it is sought merely to take 
away the advantages of the residents of 
the community property states it appears 
that the result can be best achieved under 
the income tax by taxing all community, 
income to the husband, except for income 
earned by the wife or derived from her 
separate property or property over which 
she has management and control. Under 
the estate tax the companion provisions 
would be one following the lines of the 
present law applicable to joint tenancies 
and tenancies by the entirety and under the 
gift tax the gift would be taxed to the donor 
unless it be shown that the property orig- 
inally belonged to the other spouse. 

The constitutional problems of these pro- 
posals do not appear insurmountable. It 
seems clear that the Supreme Court would 
uphold a provision of the income tax law 
based upon the taxation of the family as 4 
unit despite the assertion that the taxation 
of one person on the income of another 
violates the due process clause of the Fifth 
Amendment. If the family can be classified 
as a unit for income tax purposes, it would 
seem that the same is true as to the estat¢ 
and gift taxes. 


pr 


se 
it 
de 


W 
Sl 
tl 


a 


10unced, 
ty prop- 
as sep- 
common 
yme tax 
ce. The 
ty states 
ct to the 
at if the 
he com- 
s estate. 
fiset by 
one-half 
included 
nmunity 
esult by 
self and 
transfer 
e as her 
one only 
ft tax a 
ise of a 

















to take 
lents of 
appears 
d under 
nmunity | 
income 
‘om her 
r which 
Under 
ovisions 
of the 
enancies 
nder the 
1e donor 
ty orig- 
c. 
ese pro- 
able. It 
t would 
tax law 
ily as a 
taxation 
another 
he Fifth 
lassified 
t would 
e estate 


October, 1942 


Taxes Incident to Incorporating 
In Latin America 
[Concluded from page 593] 


distinction of reversing the usual trend toward high no- 
tarial fees. For any escritura the legal charge is 12 pesos 
plus 2 pesos per page. For the authorization of each copy 
of the escritura the charge is 2 pesos. However, in addi- 
tion to the regular fees fixed by law, it is customary to 
make an additional payment to the notary and offer 
gratuities to the employees in the notary’s office, the 
amount of which will, of course, vary depending upon 
the size of the undertaking, with the result that the 
total notarial cost is usually from 500 to 1,000 pesos 
for small companies and somewhat more for larger 
ones. 

Transfer taxes on real property are three percent 
of the value of the property, unless the transfer tax 
has been paid on a previous transfer of the same 
property, in which case the rate is one percent.’? There 
is no transfer tax on personal property other than 
securities, on which the rate is one per thousand,” as 


it is also on the issuance of securities representing 
debt. 


Conclusion 


Our brief study of incorporation taxes in a few 
widely-separated countries of Latin America has con- 
sumed its allotted space. We have been concerned 
throughout more with tracing a general pattern than 
with describing in detail taxes falling upon each suc- 
cessive step. 


To attorneys in the United States the figures here 
given may appear a high price to pay for taxes incident 
to forming a small corporation.™* It must, however, 
be borne in mind that the corporate medium of doing 
business has not yet achieved throughout Latin 
America the widespread popularity which it enjoys 
here. Small retail houses and long-established, com- 
mercial families prefer often to trade under the family 
name alone. Moreover, the civil law offers to the 
small businessman an alternative to incorporation— 
the limited partnership (compaiiia en comandita), the 
partnership limited by shares (sociedad en comandita 


® Ley No, 5434, del Impuesto de Ttmbres, Estampillas y Papel 
Sellado (June 14, 1934) Art. 7 (36). 

*Tbid., Art. 7(32) and (185). 

" For example, organization taxes, recording fees, etc., for con- 
stituting a corporation with a capital of $50,000 (divided into 500 
shares of a par value of $100 each) in three important American 
states have been estimated as follows: 

(1) Delaware 

(2) New York ee 

(3) California .. erent eee 
In this article we have restricted ourselves to consideration of par 
value stock because most of the Latin-American jurisdictions do not 
explicitly recognize non-par shares (Mexico [See Ley Gral. de 
Sociedades Mercantiles, Art. 125, Sec. IV] and Panama [See Ley 32 
de 1927, Art. 2, Sec. 4] are exceptions.) Moreover, without express 
Statutory authorization, the legal status thereof is often doubtful 
and the use of such shares is very uncommon. 
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por acciones), the codperative (sociedad cooperativa), 
and the limited liability company (sociedad de respon- 
sabilidad limitada), which, however, are hardly suitable 
for North American or large local investors. 

Figures given have of necessity been approxima- 
tions. Upon anyone contemplating incorporation in 
Latin America, would devolve the imperative duty of 
first consulting local counsel. 


Federal Tax Anticipation Notes 
[Concluded from page 609] 


The transition from present collection methods to 
collection of taxes as they accrue on current income 
can be utilized as a powerful check to inflation. By 
collection of two years taxes in one, a more substantial 
curtailment of consumer expenditures could be 
achieved. This procedure might also prove a feas- 
ible means of establishing more appropriate income 
tax rates for war financing. For when it was observed 
that double the collections at the existing rates was 
still inadequate for successful financing of the huge 
volume of expenditures, at least the doubled rate 
might be continued.‘® Those administrators and Con- 
gressmen who proclaim such measures are not politi- 
cally expedient are shirking their responsibilities as 
public servants. If war expenditures can be paid for 
at all, they can be met fully out of current taxes. 

While voluntary tax-anticipation loans from indi- 
vidual income taxpayers have little merit in a war 
finance program, borrowing on this basis from corpo- 
rations and from estate and gift taxpayers may be 
desirable. The various withholding plans generally 
and the program now advocated by the Treasury do 
not apply to corporation incomes. Sale of tax-series 
notes to corporate investors and estate administrators 
may be justified, not because it helps taxpayers “large 
and small” to budget taxes, not because it will have 
a salutary effect on the price level, nor because it 
makes funds more quickly available to the Treasury, 
but because the Treasury may be able to borrow funds 
in this manner with slightly lower cost than by use of 
other securities.“ Experience in World War I indi- 
cated that sales of tax-anticipation notes were not 
successful if there were a substantial discrepancy be- 
tween the yield upon tax-anticipation securities and 
that obtained on the open market for money. At the 
present time United States Treasury bills have been 
yielding slightly less than Tax Series B notes. (See 
Table IT). On June 25, 1942, the Treasury offered a 
new issue of certificates of indebtedness bearing in- 
terest at the rate of .625 per cent per year and maturing 





8 The writer is indebted to Professor H. C. Simons for this sug- 
gestion. 

# This argument is not applicable to Tax Series A notes for the 
rate of return on them has been considerably in excess of the yield 
on Treasury 3- to 5-year notes. See ‘‘Open-Market Money Rates In 
New York City,’’ Federal Reserve Bulletin, July, 1942. 
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February 1, 1943. At the same time the market for tax 
series notes has been as satisfactory as at any time 
since August, 1941. The administrative cost of han- 
dling these tax series securities should be less than 
for 90-day bills. Thus it would seem that the Treas- 
ury can advantageously employ tax-anticipation notes, 
with the yield of the present Tax Series B, for sales to 
corporations and estate executors. Then as interest 
rates on short-term loans rise, as they are likely to in 
the near future, the relative position with respect to 
yields of the various short-term securities offered by 
the Treasury should be so adjusted as to provide con- 
tinuously that combination which will permit borrow- 
ing of required short-term funds at the lowest 
aggregate cost to the Treasury—administrative costs 
included. 


The Federal Stamp Tax on Deeds 
[Concluded from page 598] 


The two concepts, statutory merger or consolida- 
tion and sale, are separate for purposes of the income 
tax, and there is no basis in reason for reaching any 
other result in the case of the deed tax. Thus if prop- 
erty is transferred by sale, taxable gain results at the 
time of sale to the extent the price received exceeds 
what the seller paid for the property. The buyer in 
turn will compute his profit on resale with reference 
to what he paid for the property. But if property is 
transferred by statutory merger or consolidation, no 
taxable gain results. Instead, the transferee waits 
until it sells the property so acquired and then it com- 
putes its gain on what its transferor paid for the 
property.”° 

Likewise, if a corporation acquires the assets of 
another corporation by purchase, it may not deduct 
from gross income the unamortized discount and issue 
expense in respect of bonds of the corporation so 
acquired, but if the matter is effected by a statutory 
merger, the deduction is permissible.*° These two 
cases stand at the apex of two long lines of doctrine 
drawing the distinction between mergers and sales, 
with the tax-wise results above indicated.** The 
essence of the distinction is well expounded in New 
York Cent. R. Co. v. Commissioner? where the court 
said: 

“In Western Maryland R. Co. v. Commissioner, 33 Fed. (2d) 
695 (CCA-4), it was held that a consolidated corporation 





2 See IRC, Sections 111, 112 and 113. 

%® Metropolitan Edison Co. v. Commissioner, 98 F. (2d) 807 (CCA-3, 
1938); Pennsylvania Water & Power Co. v. Commissioner, 98 F. (2d) 
812 (CCA-3, 1938); both cases affirmed 306 U. S. 522. 

31 Western Maryland Ry. Co. v. Commissioner (consolidation under 
Maryland statute), 33 F. (2d) 695 (CCA-4, 1929); New York Cent. 
R. Co, v. Commissioner (consolidation under Illinois and New York 
statutes), 79 F. (2d) 247 (CCA-2, 1935); American Gas ¢ Electric 
Co. v, Commissioner (consolidation under Virginia statute), 85 F. 
(2d) 507 (CCA-2, 1936); Turner-Farber-Love Co. v. Helvering (sale: 
deduction disallowed), 68 F. (2d) 416 (CADC, 1933); New Colonial 


Ice Co. v. Helvering (sale: deduction disallowed), 292 U. S. 435 
(1934). 


® 79 Fed. (2d) 247 (CCA-2, 1935). 
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steps into the place of the constituent corporation and js 
entitled to deduct amortized discount on bonds issued by 
them. We think this decision is sound and should be followed 


in the case at bar. The consolidated corporation does not 
succeed to the rights and liabilities of the constituent corpo- 
rations as a purchaser but as a successor by operation of law.” 


The effect of a statutory merger or consolidation is 
stated by Fletcher, in 5 Cyclopedia of Corporations, 
Sec. 7088 to be as follows: “In the case of a consolida- 
tion or merger, the consolidating or absorbing Com- 
pany becomes vested with whatever title or interests 
in the properties the old Companies had, without further 
act or deed.” ** The chain of title is perfect despite 
the absence of deeds where the merger or consolida- 
tion statutes have been complied with.** 

There are no “as-ifs” in the federal deed tax statute. 
It reaches conveyances of realty sold, and none other. 
Realty transferred by operation of a merger or con- 
solidation statute is and should be beyond its scope,* 
in line with the settled distinction between sales on 
the one hand and transfers taking place by operation 
of law on the other. 

At any rate, it is reasonable to prophesy that the 
new attitude of the Bureau will shortly be attacked in 
the courts. Whether judicial tribunals will wish to 
expand the word “sold” to cover statutory mergers 
and consolidations is not easy to guess, but the soundest 
approach for a court to take would seem to be to 
require the Commissioner of Internal Revenue to seek 
this additional source of revenue in legislative amend- 
ments to the Internal Revenue Code. 





Many aged and well-worn corporation executives 
are rooting for the Ruml plan to set the tax clock 
ahead (or back, which is it?). They, along with other 
taxpayers, would under the proposal be even with the 
tax collector at the end of the year, and in a position 
to follow through on retiring, “some day.” Enact- 
ment of the plan, currently in doubt, would bring forth 
the day, in that they wouldn’t have to earn next year, 
to pay income taxes then on what they earned tis 
year—ad infinitum. The oldtimers, and taxes, would 
take a holiday. 








% Italics supplied. 

4 Carpenter v. First Nat. Bank of Birmingham, 236 Ala. 213, 18! 
So. 239 (1938); Cashman v. Brownlee, 128 Ind. 266, 27 N. E, 560 
1891). Semble: Metropolitan Edison Co. v. Commissioner, supra, 
involving the Pennsylvania short-form merger statute; Western 
Maryland Ry. Co. v. Commisstoner, supra (Maryland statutes); 
New York Cent. Ry. Co. v. Commissioner, supra (New York and 
Illinois statutes); American Gas & Electric Co. v. Commissioner, 
supra (Virginia statute). 

% A recent case of interest in this connection is Seattle-First 
National Bank v. U. 8., 44 Fed. Supp. 603 (U. S. D. Ct., E. D. Wash., 
1942), which held that in a consolidation of national banks pursuant 
to U. S.C. A., Tit. 12, Sec. 34(a) no stamp tax was due in respect 
of the real estate transferred on the ground that no deed, instru- 
ment or writing was delivered. The only instrument involved, the 
court held, was the Certificate of Consolidation signed by the Dep- 
uty Comptroller of the Currency, and to require that official to affix 
stamps would be artificial, The court did not go to the extent of 
holding no sale to be involved, but it did rule that under the typical 
language of the Federal Consolidation Statute, there had been no 
grant, assignment, transfer or conveyance to which the stamp tax 
might attach. It is to be wondered what the result would have 
been had confirmatory deeds been given. 
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MerDretations 


COURT: BOARD. DEPARTMENTAL 


Appellate and Lower Courts 


AAA Tobacco Processing Tax—Incidence—Proof.—In the 
determination of whether taxpayer, a manufacturer of tobacco, 
shifted the processing tax on tobacco imposed under the AAA, 
the Board erred in not making findings of fact as to “four 
factors other than the tax” alleged by taxpayer to have 
absorbed the difference in the margin of profit between the 
“tax period” and the “base period,” or at least as to “enough 
of them to absorb the balance remaining after deducting the 
increase in costs of production.” Such four factors are: 
(1) Decrease in cost of tobacco used during the “tax period”; 
(2) increase in the percentage of yield of the “filler” per 
pound; (3) decrease in the duty upon “fillers”; and (4) the 
fact that two Christmas seasons fell within the “tax period” 
and only one within the “base period.” 

Reversing and remanding Processing Tax Board of Review 
decision reported at 413 CCH § 8105 and 8123.—CCA-2, in 
E. Regensburg & Sons v. Guy T. Helvering, Commissioner of 
Internal Revenue. No. 173. 42-2 ustc § 9617. 


Association v. Trust—Where the trust is irrevocable, and 
the trust instrument expresses no purpose of liquidation or 
conservation; clearly impowers the trustees to engage in busi- 
ness; provides for continuity of existence and operations 
“during any lawful term” despite any change in beneficiaries; 
and the activities of the trustees during the taxable year were 
sufficient to constitute carrying on business, the trust is an 
association within the meaning of Sec. 801 (a) (2), 1934 Act, 
and, therefore, is taxable as a corporation. 

Affirming Board of Tax Appeals decision, 42 BTA 681, 
CCH Dec. 11,301, reported at 403 CCH { 7501.—CCA-9, in 
J. Howard Porter, John C. Porter and Paul D. Porter, Identified 
under Trade Name of Porter Property Trustees, Ltd. v. Com- 
missioner of Internal Revenue. No. 9920. 42-2 ustc { 9613. 


_ Bank Insolvent—Tax Recovery Abated—Statute of Limita- 
tions.—Where in 1934 a national bank was declared insolvent 
by the Comptroller of the Currency, it was legally insolvent 
although in 1939 it paid its depositors in full plus 11 per cent 
interest and there was a substantial amount in book assets 
leit for the stockholders. Furthermore, a complete return, 
Starting the running of the statute of limitations against 
recovery of tax abatements to banks under Sec. 818, 1938 
Act, was filed when in 1935, in compliance with regulations 
then in effect, the receiver filed a blank income tax form for 
1934, accompanied by an affidavit to the effect that the bank 
Was insolvent and that the bank’s assets, including the amount 
which could reasonably be expected to be realized from the 
assessment of stockholders, would be insufficient to pay the 
bank’s depositors—DC, ED, Mich., S. Div., in First National 


Bank of Wyandotte v. Giles Kavanagh, Collector of Internal 
Revenue, District of Michigan. No. 2958. 42-2 ustc J 9634. 

Capital Stock Tax—Adjusted Value—Refunds and Credits. 
—Capital assets which passed from a trust company to the 
consolidated bank in a consolidation action were not “paid-in 
surplus and contribution to capital” within Sec. 701 (f), 1934 
Act, where the companies which were consolidated were sub- 
sidiaries of the same parent, which parent, after the consolida- 
tion was effected, continued its ownership of the same property 
as before. The taxpayer, the consolidated bank, is therefore 
entitled to a refund of its capital stock taxes to the extent 
that such taxes were assessed against a declared value based 
on the inclusion of the capital assets as “paid-in surplus and 
contribution to capital.” 

Where a claim for refund contained an erroneous statement 
and the Commissioner decided against the claim on its merits, 
the Commissioner cannot now object to the manner in which 
the claim was filed or its sufficiency —DC, D Minn., 4th Div., 
in Northwestern National Bank and Trust Co. v. United States. 
Civil No. 389. 42-2 ustc J 9636. 


Capital Stock Tax—Declared Value—Inclusion of “Going 
Concern” Value in Distribution —The court holds that the fair 
market value of the assets distributed by the dissolved cor- 
poration to its stockholders was correctly determined in not 
including the original “going-concern” value of the corpora- 
tion in the value of the assets—DC, ND, Calif., S. Div., in 
Crown Zellerbach Corp. v. United States. No. 21881-L. 42-2 
ustc J 9620. 


Corporate Distributions—Redemption of Stock—Whether 
Dividend.—The issuance of preferred stock out of the earnings 
of a corporation and the subsequent redemption of such stock 
by the corporation at a time when there was no sound business 
reason therefor, when the corporation was not retrenching 
but was expanding, and when the corporation had enormous 
cash and U. S. bond holdings, was essentially equivalent to 
the distribution of a taxable dividend under Sec. 115 (g), 
1934 and 1936 Acts. The taxpayer, as a stockholder, is there- 
fore entitled to a dividends received credit under Sec. 23 (p) 
(1), 1934 Act, and Sec. 26 (b), 1936 Act, and consequently 
is entitled to a refund. The finding of the jury of the March 
1, 1913 value of the stock was justified by the evidence, but 
inasmuch as the disposition of the stock was not a sale but 
was essentially equivalent to a dividend the taxpayer may only 
recover to the extent of the dividends received credit—DC, 
ND, W. Va., in Fostoria Glass Co. v. F. Roy Yoke, Individually 
and as Collector of Internal Revenue, Dist. of West Virginia. 
Civil No. 88-W. 42-2 ustc { 9616. 

Depletion Deductions—Oil Well Driller—No Cost Basis.— 
The drilling expenses of an oil well driller are not to be classi- 
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fied as ordinary and necessary business expenses. Where a 
driller receives payment for his services in cash, his drilling 
expenses are deductible in computing gross profit as a dealer 
in services for profit. But if he receives payment in an interest 
in the oil in place (a capital asset), the drilling expenses 
constitute the purchase price incident to the investment and 
comprise a cost base recoverable by depletion. One dissent. 

Where a driller deducted and was allowed the cost of drill- 
ing as a business expense in a prior year without regard to 
whether the consideration received was in cash or a part of 
the oil in place, he is nevertheless allowed percentage deple- 
tion on oil payments received in a subsequent year. 

Affirming Board of Tax Appeals decision, 44 BTA 189, 
CCH Dec. 11,771, reported at 413 CCH § 7371.—CCA-5, in 
Commissioner of Internal Revenue v. Rowan Drilling Co.; Rowan 


Drilling Co. v. Commissioner of Internal Revenue. Nos. 10187, 
10236. 42-2 ustc J 9628. 


Depreciation—Part of Asset Cost Donated to Taxpayer— 
Basis.—For the purpose of determining depreciation under the 
1936 Act, the “cost” of a concrete mixing plant is the total 
cost of erection, including an advance, by way of inducement 
to build the plant at a selected location, of one-half of the 
cost by a closely related corporation which sold slag to the 
taxpayer, where the evidence shows that the transaction was 
not a joint venture and that the advance was in the nature of 
a gratuity, since there was no consideration involved and not 
any right, title, interest or control in or over the plant vested 
in the other corporation by reason of the contribution. 

Reversing Board of Tax Appeals decision, 45 BTA 178, 
CCH Dec. 12,085, reported at 413 CCH J 7685.—CCA-4, 
Arwndel-Brooks Concrete Corp. v. Commissioner of Internal 
Revenue. No. 4939. 42-2 ustc J 9615. 

Depreciation Deductions—Cost of Pipe Line.—Taxpayer 
had a thirty-year contract to supply gas to a gas company, 
which had an unlimited contract to supply gas toa city. This 
contract was subject to a right of termination by either party 
at stipulated periods. Pursuant to its contract, taxpayer 
erected a twenty-inch gas main from its plant to that of the gas 
company. Taxpayer sought to amortize the cost of the 
gas main over the period between the construction of the 
main and the first date upon which the unlimited contract 
between the city and the gas company’s parent corporation 
might be terminated. The court holds that the prospective 
term of the lease as written is the proper basis for amortizing 
the cost of the gain main and that the contingency upon 
which the contract might be terminated before the end of the 
definite term was a mere possibility which need not be con- 
sidered in determining the rate of depreciation. 

Reversing Board of Tax Appeals memorandum decision, 
CCH Dec. 11,777-A, reported at 413 CCH J 7377-A.—CCA-3, 
in Commissioner of Internal Revenue v. Philadelphia Coke Co. 
No. 7892. 42-2 ustc J 9622. 

Dividends-paid Credit—Non-taxable Transfer of Assets.— 
A corporation which transfers all of its assets, including an 
earned surplus, to a newly organized corporation in a non- 
taxable transfer and which distributes to its stockholders 
pro rata the stock received in exchange therefor may not, in 
computing its taxable net income, claim a dividends paid 
credit under Sec. 27 (f), 1936 Act. 

Affirming Board of Tax Appeals decision 44 BTA 573, 
CCH Dec. 11,828, reported at 413 CCH {§ 7428.—CCA-6, in 
The Reed Drug Co. v. Commissioner of Internal Revenue. No. 
9073. 42-2 ustc J 9635. 


Expense Deduction—Reasonableness—Dividends Declared 
—Credit—Commissioner’s determination that only $3,000 of 
a $10,000 salary paid taxpayer’s president was allowable as a 
deduction, affirmed by the Board because there was not suffi- 
cient evidence to overturn it, is affirmed here for the same 
reason. 

Ownership of some of the shares in taxpayer corporation, a 
personal holding company, was in dispute in 1938. In that 
year a dividend was declared, the resolution setting forth each 
particular stock certificate separately, but the dividends were 
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not entered on the books until 1939, when the ownership of 
the disputed shares was settled. Taxpayer is allowed the 
dividends-paid credit in 1938 (1) for dividends to two stock- 
holders which were paid by check in 1938, (2) for dividends 
to another stockholder which were paid in 1938 by offsetting 
book indebtedness, although no book entry was made at that 
time, and (3) for dividends to a fourth stockholder who was 
indebted to taxpayer and who reported the dividend in his 
individual 1938 return and indicated an intent to compensate 
the dividend with the debt on the taxpayer’s return. Deduc- 
tion in the latter case is aided by local law on compensation 
which was much more automatic and prompt than set-off in 
other jurisdictions. No deduction is allowed for dividends on 
the shares whose ownership was in dispute, since they were 
neither paid nor credited. 

Affirming, as to the first issue, and reversing in part and 
affirming in part as to the second issue, Board of Tax Appeals 
decision, 44 BTA 1232, CCH Dec. 12,038, reported at 413 
CCH { 7638.—CCA-5, in George M. Cox v. Commissioner of 
Internal Revenue. No. 10226. 42-2 ustc § 9572. 


Improper Accumulation of Surplus.—Taxpayer, for all prac- 
tical purposes a solely owned corporation in the taxable years, 
was organized in 1911 to be the head of an integrated enter- 
prise, composed of many corporate members. The court 
holds that in upholding Commissioner’s determination that tax- 
payer was subject to a 50% penalty tax under Sec. 104, 1928 
and 1932 Acts, for improper accumulation of surplus, the 
Board made errors of law in its findings of fact in two main 
respects. First, the Board erred in finding taxpayer was a 
“mere holding or investment company,” in view of the fact 
that through its president, it supervised and managed the 
operations of its subsidiaries. No significance is assigned 
to the facts that taxpayer received no fees for management 
and supervision, and that it had practically no office expenses 
and no large force of employees. Second, it is held that, in 
arriving at its finding that profits were accumulated beyond 
the needs of the business, the Board took too narrow a view 
of taxpayer’s needs. It did not take into consideration, iter 
alia, that accumulation for the reasonable needs of the busi- 
ness may include accumulation in furtherance of a reasonable 
business program “for protection and enhancement of thie 
corporation’s pecuniary interests.” With respect to the sig- 
nificance assigned by the Board to sales of stock to the 
taxpayer by the sole stockholder which enabled him to deduct 
losses, the court points out that this would not be an instance 
of using the corporation to have surtaxes “through the me- 
dium of permitting its gains and profits to accumulate.” 

Vacating and remanding Board of Tax Appeals decision, 
41 BTA 590, CCH Dec. 11,035, reported at 403 CCH § 7235.— 
CCA-1, in Chicago Stockyards Co. v. Commissioner of Internal 
Revenue. No. 3730. 42-2 ustc J 9607. 


Income v. Gift—Assigned Attorney’s Fees in Uncompleted 
Cases.—An assignment by an attorney of his interest in an 
uncompleted case, in which he had collected substantial fees, 
to taxpayer, an attorney, who was to complete the case and 
collect the remainder of the fees, was not a gift of the fees to 
the taxpayer (since they were neither earned nor fixed at that 
time), and the amounts received by the taxpayer under tlie 
assignment constituted income from professional fees. 

Affirming Board of Tax Appeals decision, 45 BTA 976, 
CCH Dec. 12,205, reported at 423 CCH § 7148.—CCA-4, in 
Harry Friedman v. Commissioner of Internal Revenue. No. 
4934. 42-2 ustc J 9627. 


Lien for Estate Tax.—In the case of a claim of lien by the 
United States for estate tax, Sec. 315 (a), 1926 Act, is appli- 
cable, and the Government is not limited to Sec. 3186, R. S. 
Hence, the lien does not depend upon demand, or, as against 
a mortgagee, upon filing of notice. Accordingly, the federal 
estate tax lien has priority to liens of the appellants acquired 
subsequent to the acquisition of the liens of the United States. 
Sec. 315 (a), 1926 Act, is not unconstitutional. 

Affirming District Court decision, reported at 40-2 vustTc 
{ 9653.—CCA-6, in John W. Paul et al., The Detroit Bank, 





Octo 





Form 
Coun 
Nos. 
Li 
imp< 
force 
was 
quel 
colle 
a pe 
rule 
limi 
Pa, 


42-2 


L 
Sto 
aga 
on | 
con 
ent 
col 
an 
pa) 
ant 
for 
st 
cer 
be 
Va 


.— 


ynal 


sted 

an 
ees, 
and 
; to 


October, 1942 


Formerly The Detroit Savings Bank, State of Michigan et al., 
County of Wayne et al., City of Detroit et al. v. United States. 
Nos. 8987-8991. 42-2 ustc J 9612. 


Liquor Taxes Distinguished from Penalty.—The statute, 
imposing a tax upon intoxicating liquors and which was in 
force when the National Prohibition Act became effective, 
was not repealed by the National Prohibition Act. Conse- 
quently, the tax, based on such statute, and sought to be 
collected here, is a basic tax and not a tax which is in reality 
a penalty. Therefore, the Government is not subject to the 
rule of procedure in the collection of a penalty nor is the 
limitation prescribed for penalty actions applicable—DC, WD, 
Pa. in United States v. Daniel J. Shields et al. Civil No. 1466. 
42-2 ustc J 9637. 


Loss Deduction—Insolvent Insurance Company—Worthless 
Stock.—(1) Taxpayer owned stock in an insurance company 
against which dissolution proceedings were instituted in 1933 
on the ground that the company was insolvent. The insurance 
company admitted the insolvency in 1933 and a decree was 
entered directing the sale of its assets to another insurance 
company in which taxpayer had an option to purchase stock 
and which option taxpayer did not elect to exercise. Tax- 
payer charged the stock off on his books as worthless in 1934 
and claimed a deduction for that loss in his income tax return 
for that year. The court holds that the insurance company 
stock became worthless in 1933 when the insolvency pro- 
ceedings were instituted and that the deduction should have 
been taken in that year since the stock had no substantial 
value thereafter. 


(2) Taxpayer owned stock in P Realty Company which 
showed a deficit on its balance sheet in 1931, the first year of 
its operation, and continued to show a deficit for succeeding 
years. Taxpayer claimed a deduction in 1934 for loss sus- 
tained on account of ownership of that stock. The court 
holds that the stock never had any value and that no evidence 
was presented in 1934 to justify the claiming of a deduction 
on account of the worthlessness of the stock in that year.— 
DC, MD, Tenn., Nashville Div., in Mrs. Josie Millsaps Fitz- 
hugh and First National Bank of Memphis, Tenn., v. Nashville 
Trust Co., Exr. Civil No. 102. 42-2 ustc { 9611. 


Loss Deduction—Worthless Stock—Bad Debts.—In order 
for a taxpayer to prove before the Board that his stock be- 
came worthless in the year claimed, he must establish that it 
had some intrinsic or potential value at the close of the pre- 
ceding year. Where the stipulation of facts upon which the 
case is presented to the Board is silent on that matter, the 
determination of the Board disallowing the deduction is affirmed. 

A taxpayer is under no duty of general vigilance to! ascer- 
ain the fact of worthlessness of a debt but he cannot delib- 
‘rately refuse to follow up evidence which will lead to the 
facts, nor can he refuse to make use of the facts themselves. 
Vhere it is admitted that the taxpayer knew all the facts, a 
finding that bonds were worthless prior to the year claimed 

uld be evidence that the taxpayer actually ascertained their 
vorthlessness at that time. Here there was default in interest 
on the bonds involved, a default in interest and sinking fund 
on senior bonds, and bondholders’ protective committees were 
formed prior to the year claimed. However, reorganization 
might have been accomplished without foreclosure, in which 
event taxpayer’s second mortgage bonds would have remained 
a legal liability. The evidence does not disclose that the 
reorganization plan (which ultimately wiped out taxpayer’s 
lien) was worked out prior to the year of the claimed deduc- 
ion, and there was no evidence of the value of the property 
on which the mortgages were a lien. “We do not agree that 
evidence of a sale on foreclosure in December, 1934, at a figure 
much below the amount of outstanding first mortgage bonds, 
‘urnishes support for the finding that as of the end of 1933 
here was no equity or value behind the second mortgage 

mds.” Consequently the finding of the Board that the bonds 
were not ascertained to be worthless in the year claimed is 
reversed. One dissent. 


INTERPRETATIONS 


A charge-off is not enough to entitle a taxpayer to a deduc- 
tion for worthless debts. Where there is no evidence presented 
as to the financial responsibility of the debtors on accounts 
receivable, the Board’s refusal to allow a deduction is affirmed. 

Reversing and affirming Board of Tax Appeals memoran- 
dum opinion. CCH Dec. 11,779-A, reported at 423 CCH 
q 7150-A.—CCA-9, in San Joaquin Brick Co. v. Commissioner 
of Internal Revenue. No. 10097. 42-2 ustc J 9529. 


Occupational Taxes — Administrative Provisions. — Code 
Secs. 3271 (a) and (b) and 3272 must be construed together 
and while tax liability accrues on the commencement of busi- 
ness, the taxpayer has until the last day of the month in 
which the tax liability commences to file his return and pay 
the tax. Here a conviction for engaging in the business of - 
a retail liquor dealer without having paid the special tax 
therefor is reversed and a new trial granted since it does not 
appear that plaintiff engaged in the business prior to the 
date alleged, nor that the tax was not paid before the last day 
of the month involved.—CCA-10, in J. Marvin Farmer v. U. S., 
W. E. Isbell v. U. S. Nos. 2433, 2434. 42-2 ustc § 9573. 


Property Subject to Lien—Unpaid Taxes.—Where an un- 
divided one-half interest in a piece of real estate is subject 
to a lien for unpaid federal taxes, the Collector has the right 
and authority under the law to advertise and sell the undi- 
vided one-half interest in said property, and the person owning 
the remaining half of the property is entitled to an order 
restraining the sale of any portion of said property in excess 
of an undivided one-half interest—DC, D of Kan., 2d Div., 
in Elizabeth Benson v. William H. Burke, Individually and as 
U. S. Collector of Internal Revenue for the State of Kansas. 
No. 1985. 42-2 ustc ¥ 9621. 
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Board of Tax Appeals 


Capital Gain v. Ordinary Income—Sale of Patent.—Tax- 
payer during a period of about seventeen years procured about 
twelve patents on inventions developed outside his regular 
hours of employment. Certain inventions led to his employ- 
ment by a manufacturer of calculating machines and sale to 
such employer of two inventions for which application for pat- 
ent had been made prior to his employment. One was pur- 
chased by the employer in 1935 for $30,000, payable in 
installments over a period of years. In addition he sold an- 
other patent and granted certain rights in two other patents, 
from one of which he has received royalties since 1932. The 
Board holds that the patent sold in 1935 was not a capital 
asset, but constituted property held by the taxpayer “pri- 
marily for sale to customers in the ordinary course of his 
trade or business” and that the gain realized by taxpayer 
from such sale in 1938 and 1939 is taxable as ordinary income 
rather than as capital gain—Harold T. Avery v. Commissioner, 
CCH Dec. 12,812; Docket 107836. 47 BTA —, No. 74. 

Capital Gains and Losses—Futures Contracts.—Taxpayer 
was engaged in the business of buying and selling poultry, 
eggs, butter, and cheese. The volume of its egg business 
during the taxable year was 150 carloads. Taxpayer’s sales 
were made to jobbers, hotels, restaurants, grocery stores, and 
institutions. In the taxable year taxpayer entered into con- 
tracts with brokers for the future delivery of 24 carloads of 
eggs, but only accepted delivery on 5 carloads covered by 
such contracts, the remaining carloads being disposed of with- 
out delivery. In taxpayer’s transactions involving egg futures 
contracts it sustained certain losses. The Board holds that 
such losses are subject to the limitations of Sec. 117 (d) (1), 
1938 Act, since they did not result from hedging transactions 
or from the sale of property includible in taxpayer’s inven- 
tory.—Tennessee Egg Co. v. Commissioner, CCH Dec. 12,813; 
Docket 109195. 47 BTA —, No. 76. 

Capital Stock Tax—Doing Business—Delinquent Return.— 
Taxpayer was incorporated in 1936 under the laws of Florida, 
$1500 was paid as a down payment on the purchase price of 
a piece of real estate, and an architect was employed to draw 
plans and specifications for an apartment house, upon which 
work was commenced in July, 1936. Taxpayer filed a capital 
stock tax for the year ending June 30, 1937, and in October, 
1937, filed a delinquent capital stock tax return for the year 

‘ending June 30, 1936, showing ‘declared value of the entire 
capital stock” as zero. In October, 1940, taxpayer prepared 
and mailed a delinquent capital stock tax return for the year 
ending June 30, 1936 on which a declared value for capital 
stock was entered in the amount of $100,000, together with a 
check covering the tax, penalty and interest, which was refused 
by the collector. Taxpayer claims that it was not “carrying 
on or doing business” in 1936. The Board holds that taxpayer 
was “carrying on or doing business” during part of 1936 
within the meaning of Sec. 105, 1935 Act, and bound by the 
declared value for its capital stock as set out in its capital 
stock tax return for that year, delinquently filed in October, 
1937, in the computation of its excess-profits taxes for the 
taxable years.—G. R. R. Realty Corp. v. Commissioner, CCH 
Dec. 12,592-F; Dockets 105381, 109042. 

Corporation Returns — 1936 Act — Dividends-paid Credit— 
Date.—Taxpayer was organized in February, 1936, but did not 
commence active business until September 4, 1936. It closed 
its fiscal year on September 30, 1936, and filed its return on 
December 15, 1936, computed on the basis of the 1934 Act. 
The Board holds that the 1936 Act applied to taxpayer’s net 
income during its fiscal year ending September 30, 1936, 
because its taxable year began after December 31, 1935. 

(2) Taxpayer’s board of directors declared a dividend on 
September 28, 1936, providing for a dividend payable October 
1, 1936. Funds were deposited in a special dividend account 
on September 29, 1936, and journal entries in connection with 
the payment thereof were made on September 30, 1936. The 
dividend checks were dated October 1, 1936, although some 
of the checks were delivered to the stockholders and some 
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placed in the mail on September 30, 1936. Taxpayer closed 
its fiscal year on September 30, 1936, and tried to claim a 
dividends paid credit for the dividend paid on October 1, 
1936. The Board holds that, on the facts, taxpayer is not 
entitled to claim the credit because the dividend was not 
actually or constructively paid within the taxable year.— 
Royal Baking Powder Corp., Standard Brands, Inc., Successor 
in Interest v. Commissioner, CCH Dec. 12,590; Docket 106984. 
47 BTA —, No. 54. 

Depreciation Deductions—Amortization of Capital Expendi- 
ture Allocated and Allowed.—Taxpayer made an outlay to 
secure a new breakwater and harbor improvements at a port 
where it was doing a lighterage, storage, shipping, and gen- 
eral lumber business. Taxpayer contended that its expendi- 
ture toward construction of the new breakwater was made 
for a benefit which accrued only to the lighterage business 
and continued only up to the time a wharf was erected by the 
Government. Wharf was erected 52 months after break- 
water, allowing ships to dock without lighterage. Taxpayer 
claimed deduction of whole outlay for amortization over 52 
months. Board sustained Commissioner’s contention that 
breakwater benefited all of taxpayer’s business and allocated 
one-fourth of taxpayer’s outlay for amortization as a deducti- 
ble expense over the period of 52 months.—Kayai Terminal, 
Ltd. v. Commissioner, CCH Dec. 12,808; Docket 101805. 47 
BTA —, No. 72. 

Distribution to Testamentary Trust—Net Income.—Tax- 
payer is an estate established by the will of a decedent, whose 
wife elected to take under the statute rather than under the 
will. The will contained a provision establishing a trust for 
the benefit of decedent’s daughter. Taxpayer set up the 
trust on its books on a cash basis with two sets of accounts, 
namely, principal and income. Taxpayer advanced $175,000 
in 1937 to the trust for decedent’s daughter which it debited 
to the income account with a notation to the effect that the 
advancement was on account of income. Taxpayer reported 
the advance in its 1937 income tax return and deducted the 
amount in computing net income. In 1941, taxpayer filed a 
precautionary claim for refund in the event that the advance 
reported should be held not taxable to the trust. The trust 
established for decedent’s daughter reported the advance as 
income and paid the tax thereon. Taxpayer filed accounts in 
the Orphans’ Court which contained records of the advance 
and which were approved. The Board holds that the income 
was properly distributed to a legatee and that its identity as 
income was preserved in its treatment on the income account 
ledger as well as on the accounts and decree of the Orphans’ 
Court, and it was reported by the recipient as income. The 
distribution was made at the risk of the executors and was 
effective as such—George W. Crawford, Estate, Annie Laurie 
Crawford and The Union Trust Co. of Pittsburgh, Exrs. v. Com- 
missioner, CCH Dec. 12,546-F; Docket 106255. 
opinion. 

Dividends-paid Credit—Funds Set Aside—Taxpayer en- 
tered into a written agreement with its bondholder in 1933, 
whereby it was to set aside annually a sum equal to 10 per 
cent of the bond out of its profits. Taxpayer was permitted 
to use only such profits as might exceed the amount to be 
set aside in the payment of dividends. Taxpayer set up a 
reserve account on its books, added the required 10 per cent 
of the bond and in 1936 and 1937 claimed a credit in the 
amount of such reserve in its income and excess profits tax 
returns. Taxpayer had the use and control of the funds in 
the reserve account at all times. Since the amount which 
taxpayer could distribute as dividends during each of the 
taxable years without violating the terms of the agreement 
was in excess of its adjusted net income for those years, 
credit is denied under Sec. 26 (c) (1). The Board holds, 
further, that the establishment of the reserve account does 
not constitute such an irrevocable setting aside of earnings 
and profits in the taxable years as to entitle the taxpayer t 
the claimed credit under Sec. 26 (c) (2), 1936 Act.—L. O. 
Koven & Brother, Inc. v. Commissioner, CCH Dec. 12,805: 
Docket 108105. 47 BTA —, No. 67. 


Memorandum 
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Dividends Paid in Property.—Taxpayer sold all of the stock 
of |. Company to three of his business associates, taking in 
payment therefor their notes for $36,000, and, in addition 
thereto, the company’s cash on hand and accounts receivable. 
Taxpayer agreed to pay the accounts payable, all corporate 
taxes for the period up to October 1, 1937, and all insurance 
due from the company, and to resign as president of the 
company. Taxpayer treated the entire amount received as 
a part of the sale price of the stock. The Board holds that 
the cash and accounts receivable which taxpayer received for 
his stock were dividends and not a part of the sale price of 
the stock, and also that they were not liquidating dividends 
since it was apparent that the company was not in the process 
of liquidation—A. D. Clark v. Commissioner, CCH Dec. 
12,598-B; Docket 107407. Memorandum opinion. 


Estates and Trusts—Income v. Corpus Payments.—Settlor 
established a trust which provided for monthly payments to 
designated beneficiaries. Payments were to be made out of 
income if sufficient, but if not the corpus was to be used to 
pay the remainder. Taxpayer claimed a deduction under Sec. 
162 (b), 1936 and 1938 Acts, on account of the payments 
made to the beneficiaries. The Board holds that the income 
is not “to be distributed currently” as income within the 
meaning of Sec. 162 (b), 1936 Act, because the payments were 
to be made in all events, and the monthly payments to be 
made by the trust are not “annuities” within the meaning 
of Sec. 22 (b) (2), 1936 Act.—Frank H. Mason Trust, First 
Central Trust Co., Akron, Ohio, Trustee v. Commissioner, CCH 
Dec. 12,589; Docket 106844. 47 BTA —, No. 51. 


Foreign Corporation—Office or Place of Business in United 
States.—Taxpayers, which are foreign investment corpora- 
tions with large holdings of United States securities, established 
an office in this country under the charge of a United States citizen 
designated an “Assistant Secretary” by each of the taxpayers. 
The United States office maintained original records of 
all of taxpayers’ transactions in this country, collected divi- 
dends on taxpayers’ United States securities, and sent period- 
ical reports to the taxpayers’ home offices. The United States 
ofice also investigated proposed reorganizations of corpora- 
tions in which taxpayers owned securities and made recom- 
mendations to them with respect thereto. Taxpayers’ assistant 
secretary disposed of stock rights and scrip and designated the 
specific certificates of securities to be delivered in the case of 
sale of securities by taxpayers. In addition this office pre- 
pared taxpayers’ United States tax returns and generally took 
care of taxpayers’ affairs in the United States. The Board 
holds that taxpayers maintained an “office or place of busi- 
ness” within the United States and are resident foreign cor- 
porations taxable under Sec. 231 (b), 1936 and 1938 Acts.— 
The Scottish American Investment Co., Ltd. v. Commissioner ; 
British Assets Trust, Ltd. v. Commissioner; Second British 
Assets Trust, Ltd. v. Commissioner, CCH Dec. 12,599; Dockets 
104249-104251, 108440-108442. 47 BTA —, No. 68. 


Gross Income—Tax Reduction Benefit from Prior Deduc- 
tions—Taxpayer claimed a deduction for bad debts on its 
1934 income tax return which showed a substantial net loss 
for the taxable year. In 1939 taxpayer made a settlement on 
one of the notes which had been marked off as a bad debt in 
1934, but did not include the amount received in its 1939 
net income. The Board holds that the “tax benefit” rule 
applies here and that where taxpayer can show that it re- 
ceived no tax benefit from the prior deduction, it is not 
required to include a subsequent recovery as income.—Cotton 
States Fertilizer Co. v. Commissioner, CCH Dec. 12,591-C; 
Docket 108298. Memorandum opinion. 

* * x 

‘Taxpayer made large bad debt deductions in its income tax 
returns for 1931 and 1932 which were included in a consoli- 
dated return filed by its parent corporation. Both taxpayer 
and its parent corporation showed large net losses for 1931 
and 1932. Recoveries were made by taxpayer in 1936, 1937 
and 1938 of the debts previously charged off and allowed as 
deductions. The Board holds that the “tax benefit” rule 
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applies and that since taxpayer can show that it realized no 
benefit from the prior debt deduction, it is not required to 
report the recoveries on the amounts previously deducted as 
income.—The Downing Co., Inc. v. Commissioner, CCH Dec. 
12,591-D; Docket 106715. Memorandum opinion. 


Improper Accumulation of Surplus.—Taxpayer was estab- 
lished in 1874 or 1876 and incorporated in 1894 for the purpose 
of carrying on a brewing business. When taxpayer’s original 
charter expired in 1924, it was reincorporated for the purpose 
of liquidating various parcels of real estate which taxpayer 
had acquired in the past. In 1933 taxpayer amended its charter 
so as to enable it to again engage in the business of manu- 
facturing and selling brewed and malt liquors. Pursuant to 
the new authority granted to it, taxpayer assembled its pre- 
prohibition machinery and equipment, put it into operating 
condition and started the business of brewing beer. Due to the 
fact that most of its machinery was antiquated and in constant 
need of expensive repairs, taxpayer made replacements as soon 
as it was financially able to do so, as well as improvements 
and additions to its buildings. Taxpayer also endeavored to 
follow the policies of its founder in maintaining a large cash 
balance to enable it to meet competition. Taxpayer declared 
only a small dividend in 1938, reserving most of its estimated 
income for necessary additions to its plant and equipment. 
Commissioner seeks to charge taxpayer with the surtax pre- 
scribed in Sec. 102, 1938 Act, on the ground that taxpayer was 
availed of for the purpose of preventing the imposition of sur- 
tax on its stockholders by permitting earnings or profits to 
accumulate beyond the reasonable needs of its business instead 
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of distributing them. The Board holds that the record clearly 
establishes that taxpayer’s accumulated surplus in the taxable 
year was not beyond the reasonable needs of its legitimate 
business purposes as an operating concern.—Bosch Brewing 
Co. v. Commissioner, CCH Dec. 12,592-M; Docket 106385. 
Memorandum opinion. 

Lease of Fishing Grounds—Loss Deduction.—In 1928 tax- 
payer obtained a five-year lease to certain fishing grounds in 
the State of Washington and subsequently, through a sub- 
sidiary, sold the lease for a consideration of $93,500. Tax- 
payer reported the entire selling price of the lease on its 1928 
income tax return, although it received only the initial pay- 
ment thereunder of $50,000. The lease was reacquired by 
taxpayer in 1929 and the unpaid balance of $43,500 released. 
Various negotiations were undertaken from time to time with 
the State of Washington for a reduction in the rental and in 
1931, the original lease was cancelled and the property was 
leased by public auction to taxpayer at a reduced rental. In 
1932 taxpayer, its subsidiary and one Barbey entered into 
agreement concerning fishing operations on the leased prem- 
ises under which they operated until 1934 when a law was 
passed making it unlawful to use the type of gear and equip- 
ment necessary to carry on profitable fishing operations on 
the leased grounds. The constitutionality of the law was 
attacked and it was upheld by the Supreme Court of the 
State of Washington in 1935. Attempts were made to modify 
or repeal the law, but they failed. In 1937, when the lease 
expired, taxpayer sought to deduct a loss on said lease on a 
cost basis of $43,500. The Board holds that the value of the 
lease was extinguished in 1934 when the law was passed which 
made fishing operations thereunder unprofitable, concerning 
the constitutionality of which all doubts were removed in 
1935, and that since the usefulness and the value of the lease 
were extinguished prior to the taxable year, it cannot be said 
that taxpayer suffered a loss in the taxable year when the 
term of the lease expired.—Columbia River Packers Assn., Inc. 
v. Commissioner, CCH Dec. 12,554-J; Docket 103867. Memo- 
randum opinion. 

Lessee’s Liability—Taxpayers were lessees under long- 
term leases of the entire properties of various companies of 
which they were also stockholders. Taxpayers paid parts of 
the rentals under said leases direct to lessors’ stockholders and 
reported the entire amount agreed to be paid as rental on 
their income tax returns although in one case the portion of 
the rental due to a lessee as a stockholder was not, in fact, paid 
by the lessee to itself and in the other case the lessee paid the 
portion of the rental directly to itself as a stockholder without 
having the payment go through the lessors. Commissioner 
seeks to impose transferee liability on taxpayers on the ground 
that the retention of a part of the amount agreed to be paid 
as rental or the payment of such amount by a lessee to itself 
constituted distributions without provision for the payment of 
taxes. The Board holds that a lessee owning part of the stock 
in a lessor, which agrees to pay dividends to lessor’s stock- 
holders out of the rental due under his lease does not become 
subject to transferee liability for the lessor’s taxes on account 
of its nonpayment of the portion of the rental due itself as a 
stockholder.—IVestern Union Telegraph Co. v. Commissioner; 
Hartford Fire Insurance Co. v. Commissioner, CCH Dee. 
12,598-C; Dockets 95448, 95553-95555, 95558, 95559, 95561. 
Memorandum opinion. 

Limited Partnership—Taxability—Taxpayer is a limited 
partnership set up by N and his wife upon the dissolution of 
a corporation of which they were stockholders. The assets 
and liabilities of the dissolved corporation were transferred to 
the limited partnership of which N was a general partner and 
his wife a limited partner. Commissioner sought to tax the 
limited partnership as a corporation on the ground that the 
taxpayer, as constituted, had those attributes of corporate 
form which brought it into the class of associations to be 
treated for tax purposes as corporations. The Board holds 
that the partners in their articles of partnership complied with 
the state statute and the partnership which they created was 
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not an association taxable as a corporation—Taywal, Ltd. v, 
Commissioner, CCH Dec. 12,592-G; Docket 107115. Memo- 


randum opinion, 


Tax Reduction Benefit— Prior Deductions. — Taxpayer 
claimed a deduction for bad debts on its 1934 income tax re- 
turn which showed a substantial net loss for the taxable year, 
In 1939 taxpayer made a settlement on one of the notes which 
had been marked off as a bad debt in 1934, but did not include 
the amount received in its 1939 net income. The Board holds 
that the “tax benefit” rule applies here and that where taxpayer 
can show that it received no tax benefit from the prior deduc- 
tion, it is not required to include a subsequent recovery as 
income.—Cotton States Fertilizer Co. v. Commissioner, CCH 
Dec. 12,591-C; Docket 108298. Memorandum opinion. 


Bureau of Internal Revenue 


Affiliated Group—Consolidated Excess Profits Tax Return. 
—In the case of an affiliated group of corporations making 
a consolidated excess profits tax return, not more than $1,200 
in principal amount of Treasury notes of Tax Series A-1943, 
or Tax Series A-1944, or of the two in combination, plus 
accrued interest thereon, of each of the corporations may be 
accepted in payment of their consolidated excess profits tax 
for a particular taxable year; provided that if notes of those 
series have been applied in payment of their income taxes 
(including any excess profits tax other than the consolidated 
excess profits tax) for the same taxable year, the principal 
amount acceptable from each in payment of consolidated ex- 
cess profits tax for the year shall be $1,200, minus the principal 
amount of its notes of those series thus previously applied. 
IT 3570, 1942-33-11173 (p. 7). 


Contributions by Individuals—War Savings Staff of Treas- 
ury Department.—Contributions made by individuals to the 
War Savings Staff of the Treasury Department, including all 
its branches, and the Defense Savings Committees throughout 
the country are deductible under section 23(0)1 of the Internal 
Revenue Code. Expenditures made by individuals in render- 
ing services to the War Savings Staff, including all branches 
thereof, or Defense Savings Committees are likewise de- 
ductible under section 23(0)1 of the Code. 

Contributions by corporations are not deductible. However, 
in some cases expenditures made by corporations in connec- 
tion with the objectives of the War Savings Staff, including 
all branches thereof, or the Defense Savings Committees may 
qualify as ordinary and necessary expenses of the trade or 
business under section 23(a)1 of the Internal Revenue Code.— 
IT 3571, 1942-34-11176 (p. 3). 


Contributions to Civil Air Patrol—Deductibility —Contribu- 
tions by individuals to the Civil Air Patrol which was formed 
in accordance with the Executive Order No. 8757, dated May 
20, 1941, are deductible under section 23(0)1 of the Internal 
Revenue Code. Contributions by corporations are not de- 


ductible. JT 3573, 1942-35-11182 (p. 2). 


Conveyances Subject to Tax.—What constitutes “lands, 
tenements, or other realty” for purposes of determining stamp 
tax liability under section 3482 of the Internal Revenue Code, 
as amended, relating to the tax on conveyances, is not con- 
trolled by the definition or scope of those terms under state 
law. State law creates legal interests but the federal statute 
determines when and how they shall be taxed. Accordingly, 
reference will be made to state law to determine the character 
of the rights conveyed. Whether conveyances of such rights 
are taxable, however, is to be determined under federal law. 
Published rulings not in accordance with the foregoing will 
no longer be followed.—GCM 23295, 1942-35-11184 (p. 5). 


Interest on State Obligations.—Obligations of local housing 
authorities created pursuant to state law do not come within 
the scope of section 4(a) of the Public Debt Act of 1941, as 
amended. Interest on temporary loan notes issued by such 
local housing authorities is exempt from federal income tax.— 


IT 3569, 1942-33-11172 (p. 3). 








